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NOTE

The following testimony is a more nuanced presentation than is the
norm for RUCO. I strongly encourage the reader to view the material
in the order in which it is presented, and to also pay attention to the
Appendix.

Stephen Ahearn
Director, RUCO
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1

2

3

4

5

6

TESTHVIONY

OF BEN JOHNSON, PH.D.

On Behalf of

The Residential Utility Consumer Office

Before the

Arizona Corporation Commission7

8

9

10 Docket No. 01345A-08-0172

11

Introduction

Q. Would you please state your name and address?

A. Ben Johnson, 3854-2 Killearn Court, Tallahassee, Florida.

Q. What is your present occupation?

19

20

I am a consulting economist and president of Ben Johnson Associates,

Inc.®, an economic research firm specializing in public utility regulation.

Q.

23

Have you prepared an appendix that describes your qualifications in

regulatory and utility economics?

24 Yes. Appendix A, attached to my testimony, will serve this purpose.

21

22

12

13

14

15

16

17

18

A.

A.
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1

2 Q. Have you prepared any schedules to be filed with your testimony?

3

4

Yes, I have prepared Schedules BJ-1 through BJ-14. These schedules are

attached to my testimony

5

6 Q- What is your purpose in making your appearance at this hearing?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Our firm has been retained by the Residential Utility Consumer Office

("RUCO") to assist with RUCO's evaluation of Arizona Public Service

Company's (APS) Amended Application for a base rate increase. The

purpose of my testimony is to present RUCO's revenue requirement

recommendation for APS in this proceeding, taking into account my

analysis, as well as that of RUCO's rate of return witness Bill Rigsby.

Following this introduction, my testimony has six sections. In the first

section, I briefly summarize the background of this proceeding. In the

second section, I discuss APS' financial condition and Aps' credit ratings.

In the third section I briefly summarize and discuss APS' revenue

requirement filing in general terms. In the fourth section, I discuss the

rate base adjustments proposed by APS and I present RUCO's

recommendations with respect to each proposed adjustment. In the fifth

section, I discuss the income adjustments proposed by APS and I present

RUCO's recommendations with respect to each proposed adjustment. In

the sixth and final section, I summarize my conclusions and

recommendations.

A.

A.

2
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1

2

3

4

5

6

7

I have also prepared Appendix B, attached to my testimony in which

I provide some additional discussion of the attrition issue. Since RUCO

does not support an adjustment for attrition, this discussion is not included

in the main body of my testimony. However, the discussion in this appendix

may be useful to the Commission if it decides that the Company's financial

situation is weak enough to warrant additional rate relief beyond that

which can be justified using a traditional test year analysis.

8

9

10 I. Background

11

12 Q. Can you briefly discuss APS' most recent rate case?

13

14

15

16

17

18

19

Yes. APS' current rates became effective July 1, 2007 pursuant to Decision

No. 69663 issued in Docket No. E-01345A-05-0816. APS requested a

revenue increase of $425,847,000, or 16.73 percent over adjusted test year

revenues. [ Decision No. 69663, p. 4] The Commission authorized a

nominal $321.7 million increase in revenues - a 12.33% increase over test

year revenues. [Id.] However, according to APS, most of that increase was

related to changes in fuel recovery methods.

20

21

22

23

24

25

26

27

28

While the improvements to the Company's Power Supply
Adjustor ("PSA") and the new base fuel rate approved in
that Decision allowed the Company recovery of its
growing fuel and purchased power costs, Mat Decision
did not compensate APS for the Company's significant
increase in Operating Expenses and other non-fuel
expenses. Only 0.3% of the total rate increase authorized
by Decision No. 69663 was aimed at meeting APS'
revenue requirement for non-fuel expenses.

A.

3



Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

1

2 Q- Can you now briefly discuss the procedural background of this case?

3

4

5

6

7

Yes. APS' initial application for a rate increase was filed with the

Commission on March 24, 2008. During April, 2008, several parties filed

motions to intervene. All motions to intervene were granted by Procedural

Orders issued on April 25 and May 19, 2008. On June 2,2008, APS filed an

Amended Application, in which it used a calendar 2007 test year, rather

8

12

13

14

15

16

than one ending in September 2007. As amended, APS is seeking a gross

increase in rates of $448.2 million, and a net increase of $278.2 million, as

discussed below. On June 6, 2008, APS filed a Motion for Approval of

Interim Rates, requesting an interim rate increase of approximately $115

million. On June 16,2008, RUCO filed an Application to Intervene. RUCO's

intervention was granted on June 19, 2008.

On September 15-20, 2008 a hearing was held on APS' motion for an

interim rate increase. On November 12, 2008, the Administrative Law

Judge issued a recommended order denying APS' request for an interim

rate increase.17

9

10

11

A.

4
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1 11. APS Financial Situation and Credit Metrics

2

3 Q.

4

5

APS claims that its credit metrics are not as strong as they need to

be, and as a result, its bond ratings are barely above the "junk"

category. Can you explain this concern?

6 A.

7

8

Yes. APS states that its inability to earn its allowed rate of return "places

APS's credit ratings in continued peril." [Brant Direct, p, 37] Mr. Brandt

further explains :

9
10
11
12
13
14
15
16
17

18

The unremitting earnings shortfall that results from the
current regulatory model in APS's staggering growth
environment has a detrimental effect on the Company's
overall financial integrity and Pinnacle West's stock
value, and adversely impacts APS's ability to finance the
construction programs and improvements necessary to
meet the demands of growth-a negative impact that will
inevitably inure to the detriment of APS's customers. [Id.,
p. 33]

19

20

21

22

23

24

25

26

27

28

As I mentioned previously the Company contends that it has underearned

by $321 million from 2003-2007, and projects an additional shortfall of at

least $380 million will occur through 2010 under present conditions.

While there is no expectation that earnings will exactly match the

allowed rate of return, such a substantial level of under-earning occurring

over a prolonged period is a legitimate cause for concern .- particularly if it

were to be sustained for several more years into the future. Mr. Brandt

has testified that if the Commission does not grant adequate and timely

relief, he believes "the Company's credit metrics will reach non-investment

grade by the end of 2009, which could result in a credit downgrade with

5
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1 devastating financial results to both APS and its customers." [Id., p. 37]

2

3 Q. Can you explain how the credit rating agencies rate the Company's

credit?4

5

6

7

Yes. The major credit rating agencies are S&R Moody's and Fitch. As

shown below each of the agencies has established a series of tiers

designated by alphanumeric codes to rate corporate securities.

8

S & P F itch

AAA
AA+
AA+
AA-

A +
A+
A-

BBB+
BBB
BBB-

Moody's
Imest1T1ent Grade

Aaa
A l l
Aa2
Aar
A1
AS
AS
Baal
Baa2
Baa3

S  pec u l a t e  G rad e
B a l
Ba2
Ba3
B 1
B2
BE
C a l l
Caa2
Caa3

AAA
AA+
AA
AA-

A +
A
A-

BBB+
BBB
BBB-

BB+
BB
BB-
B +
B
B-

CCC+
CCC
CCC-
CC

BB+
BB
BB-
B+
B
B-

CCC+
CCC
CCC-
CC
C

S D
D

In Default
C a
C

D D D
D D
D

A.

6



Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

1 Q.

2

\Nhere does APS currently fall within the ranges established by the

credit agencies?

3

4

5

6

7

8

9

10

11

12

13

APS credit ratings are BBB-, Baan, and BBB by S&R Moody's and Fitch,

respectively. As you can see in the table above, APS is rated on the lowest

tier of "investment grade" credit by S&R and it is rated only 1 notch higher

by Moody's and Fitch., and the Company's credit metrics provide little

reason to hope that this situation will improve anytime soon. The weak

rating is partly due to this pattern of weak earnings, but the notable lack of

success in the parent company's diversification efforts has also contributed

to the weak ratings. In fact, some of the quantitative credit metrics are

borderline for continuation of the easting, relatively weak, bond rating,

and there is a significant risk of a further downgrade out of the investment

grade category into the high end of the the so-called 'junk" category.

14

15

16

Q. How does APS' ratings compare to the ratings of other utilities?

A. These bond ratings fall toward the low end of the electric industry. APS

states that out of a total of 139 rated utilities, " only five companies are

rated lower than APS." [Brant Direct, p. 39] The ratings range from a

high of AA- for Madison Gas and Elctric CO. and NSTAR Gas Co, to a low of

BB- for Aquila Inc.

21

22 Q.

23

What criteria do the agencies use to determine utility credit

ratings?

24 Each agency uses numerous quantitative and qualitative factors to

17

18

19

20

A.

A.

7



Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

1

2 issuances. For example, Fitch lists the following variables:

3

4

5

6

7
8

9
10

11

12

13

14

15
16

17

18

•

•

•

•

•

•

•

•

•

•

•

determine the rating assigned to individual corporations and specific debt

Corporate/Legal Structure
Regulatory Environment
Franchise or Concession Terms
Price Setting (E.g., cost of service, price cap, etc..)
Potential for Regulatory Change
Service Area Demographics
Energy Supply
Commodity Price Exposure
Operating Efficiency
Management and Strategy
Financial Resources
Capital Structure and Financial Flexibility
Financial Ratio Analysis
Liquidity
Risk Asessment and Guideline Credit Ratios [Attachment DEB-4]

Q. Has S&P provided any explanation of its rating for APS?19

20

21

Yes. S&P lists the following "major rating factors":

Strengths :

•

•

•

22

23

24

25

26
27

28

29

30

31

32

33

34

35

36

37

38

•

A favorable power supply adjuster (PSA) that while capped at 4 mils per
EBB-/Stable/A-3 ldlowatt-hour (kph) is benched to projected power
prices, which should minimize fuel and purchased power deferral
balances going forward;
Declining legacy deferral balances, reflecting the recovery through
surcharges of past fuel and purchased power costs from retail
ratepayers;
An attractive service territory which while currently weakened by a real
estate cycle that is depressing new customer connections, nevertheless
is expected to experience above- average growth over the long run;
A balanced power supply portfolio that is a mixture of coal, nuclear and
gas generation and purchases; due to a self-build?moratorium in place
until 2015, Arizona Public Service (APS) is expected to increasingly rely
on gas-fired purchases, which underlines the importance of a strong
PSA;
Stabilized operations at Palo Verde, although the nuclear units remain
under heightened Nuclear Regulatory Commission (NRC) scrutiny; APS

A.

8
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•

operates the plant and owns a 29.1% share of the plant; and
A manageable maturity schedule for both the parent and the utility until
2011 when about $578 million is due on a consolidated basis.

Weaknesses;

•

1

2

3

4

5

6
7

8

9
10

11

•

•

•

The consolidated financial profile of the company is unlikely to
meaningfully improve for the foreseeable future due to APS' heavy
capital investment, coupled with a lagged regulatory process in Arizona;
Continued tension in the relationship between APS and the Arizona
Corporation Commission (ACC), which is particularly unfavorable for
credit quality due to the company's ongoing need for rate relief;
APS' re-filing of its 2008 general rate case based on a revised test year is
expected to delay rate relief past the summer of 2009, which will, all else
equal, weaken cash flow measures;
Consolidated free operating cash flows are expected to be negative
through at least 2010, based on the company's capital spending
program; and SunCor's near-term prospects to make distributions to its
parent are limited, due a depressed real estate cycle, which has hit the
southwest especially hard. [S&P Ratings Direct, June 25, 2008;
APS13072 ]

12

13
14

15

16

17
18

19

20

21

22
23 The S&P further states:

24
25

26

27

28
29

30

31

32

33

34

35

36

37

We expect APS to be in more or less continuous rate case
mode for the next few years. Given APS' capital spending
program, forecasted to be about $1.1 billion annually
through 2010, the utility will need to file regular general
rate cases to manage recovery of its investment. The use
of a historical test year in Arizona, coupled with the fact
that fully litigated rate cases take between 18 to 24
months to complete, is expected to result in no
meaningful improvement in financial performance
through 2009 and possibly beyond, depending on the
timing and the outcome of the company's current case.
[S&P Ratings Direct, _June 25, 2008; APS13070, pp. 2-3]

38

39

40

Q. Has Moody's provided any explanation of its rating for APS?

Yes. Moody's provides the following "ratings rationale":

The Baan rating for the senior unsecured obligations of

A.

9
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APS reflects the stability of its regulated cash flows, the
economic strength of its service territory its regulatory
environment, cash flow credit metrics that are
appropriate for the rating, and its position as a subsidiary
of Pinnacle. The rating and outlook consider the
traditionally challenging regulatory environment in
Arizona, but also contemplates recent ACC decisions and
regulatory activities that appear intended to reduce
regulatory lag and provide more timely recovery of
certain costs.

1

2

3

4

5

6

7

8

9
10

11
12

13

14

15

16

17
18

19

20

21
22

23
24

25

26

Given APS' current significant capital expenditure
program, the company will require continued, timely
regulatory support to maintain credit metrics that are
appropriate for its rating. The stable outlook assumes
APS will be reasonably successful in managing its
regulatory relationships with an objective of achieving
more timely recovery and an opportunity to earn a fair
return. The rating also incorporates an expectation that
APS will maintain a balanced approach with regards to
financing its capital expenditures with a goal of
maintaining or improving its current level of financial
strength. [Global Credit Research Credit Opinion, July
28, 2008; APS13051]

On July 25, 2008, Moody's upgraded Ape' outlook to "stable", providing the

27 following explanation:

28
29
30
31
32
33
34
35
36
37
38
39
40
41

The stable outlook considers the companies' improving
regulatory environment and operating performance with
financial results that are expected to remain consistently
within the range expected for integrated utilities rated
Baa. APS has begun to receive more supportive
regulatory decisions, including "new connection" fees
allowing faster recovery for new hookups plus a
transmission cost adjustor and power supply adjustor
which has limited APS' exposure to fuel and purchased
power fluctuations. In addition, performance at the Palo
Verde nuclear power plant has improved and APS is
making progress in identifying and improving the safety
and communication issues at the plant. [Global Credit
Research Rating Action, July 25, 2008; APS13050]

10
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1

2 Q. What explanation has Fitch provided for its APS rating?

3 A. Fitch provides the following information:

The ratings of Arizona Public Service Company (APS) are
supported by the June 2007 Arizona Corporation
Commission (ACC) order in APS's general rate case
(GRC), which increased revenue $322 million and
improved its power supply adjustor.

Fitch estimates funds from operations to interest expense
will approximate 4.6 times (x) in 2007 and 4.3x in 2008,
consistent with low 'BBB' credit metrics.

Regulatory lag, combined with APS's large capital
expenditure program, is expected to result in lower
operating profit, cash flow and credit metrics in 2008,
with anticipated stabilization and modest improvement in
2009-2010, in Fitch's opinion.

4

5

6

7

8

9
10

11

12

13
14
15

16
17

18

19
20

21

22

23

The Palo Verde Nuclear Generating Station's operating
record has improved under new management in 2007.
[Fitch Ratings, January 23, 2008; APS13044]

24 Q- To what extent do the agencies look at Pinnacle West and APS'

25

26

corporate structure when issuing ratings?

That is certainly one of the factors they consider. For example, Fitch states:

27

28

29

30

31

32

33

34

35

36

37

The corporate structure of a utility can have a significant
effect on credit ratings. In some cases, the utility may be
a subsidiary of a parent holding company, with other
subsidiaries engaged in a variety of businesses. In other
cases, the utility is a parent, with subsidiaries or divisions
engaged in competitive and nonregulated businesses.
Fitch's analysis focuses on the extent to which the
utility's rating is aided by the financial support of a
parent or burdened by the weak condition of its parent,
subsidiaries or affiliates. Among the important
considerations is the extent to which a utility's access to

A.

11
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1
2
3
4
5
6
7
8
9

10
11
12
13

14

capital may be damaged by the financial difficulties of a
parent or affiliate and/or whether the utility is dependent
on the parent for equity to support capital expenditures.
The analysis also considers whether the corporate parent
relies on utility dividends to support other regulated or
unregulated subsidiary operations. In cases that Fitch
determines there is a significant business with financial
or legal interdependence, the rating differential between
a utility and its parent or a utility and its subsidiary is
likely to be limited. If financing occurs at the parent for
all entities, or where significant cross-subsidies between
the utility and its affiliates occurs, a consolidated rating
is likely [Attachment DEB-4, p. 13]

15 Similarly, the S&P states:

16
17
18
19
20
21
22
23

24
25

The nature of the owner- e.g., government, family,
holding company or strategically linked business can
hold significant implications for both business and
financial aspects of the rated entity. Ownership by
stronger or weaker parent companies can substantially
affect the credit quality of the rated entity. We never
rate corporate entities on a standalone basis. [Corporate
Ratings Criteria, 2008, p. 34]

Q- Do credit agencies focus exclusively on credit metrics or financial

risks?26

27

28

29

No. The rating agencies generally look beyond "financial risk" to also

consider a wide range of variables which can be broadly classified as being

related to "business risk". As explained by S8zP:

30
31
32
33
34
35
36
37

Our corporate analytical methodology organizes the
analytical process according to a common framework,
and it divides the task into several categories so that all
salient issues are considered. The first categories involve
fundamental business analysis; the financial analysis
categories follow. [R]atings analysis starts with the
assessment of the business and competitive profile of the
company. Two companies with identical financial metrics

A.

12



Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

1
2
3

4
5

are rated very differently to the extent that their
business challenges and prospects differ. [Corporate
Ratings Criteria, 2008, p. 20]

6

For U.S. utilities, S&P publishes the following business risk/financial risk

matrix:

7

Financial Risk Pnuile

Badness Rid( Pmnlile M n i n a l Modest lntemmediaie Aggressive

I-Ighly

Leveraged

Excellent

Strong

S atisfactoly

Weak

Vulnerable

AAA

AA

A

BBB

BB

AA

A

BBB+

BBB-

B +

A
A-

BBB

BB+

B +

BBB BB

BBB- BB-

BB+ B +

BB- B

B B-

9 Source: Attachernent DEB-4, p. 12

1 0

1 1 As the matrix format makes clear, the interaction of business and financial

1 2

13

14

15

16

1 7

1 8

1 9

20

21

risk, together with actual financial performance (credit metrics) strongly

influence the outcome of the ratings process. In general, because

regulated public utilities tend to have excellent or strong business risk

profiles, it is feasible to achieve relatively high credit ratings, even if they

issue substantial amounts of debt, and thus incur a moderately high degree

of financial risk. As S&P explains, the business risk profile "loosely

determines the level of financial risk appropriate for any given rating."

[Attachment DEB-4, p. 12]

S&P explains that regulated utilities and holding companies that are

"utility-focused" virtually always fall in the upper range ("Excellent" or

1 3
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1 "Strong") of business risk profiles. [Id.]

2

3
4

5

6

7

8

9

The defining characteristics of most utilities--a legally
defined service territory generally free of significant
competition, the provision of an essential or near-
essential service, and the presence of regulators that
have an abiding interest in supporting a healthy utility
financial profile-underpin the business risk profiles of the
electric, gas, and water utilities. [Id.]

10

11

Consistent with this general pattern, S&P considers APS' business risk

profile to be "strong",

The company continues to benefit from a number of
favorable attributes including a good service territory a
reasonably balanced power supply portfolio and a good
PSA. However, APS' continues to face significant
regulatory challenges. [S&P Ratings Direct, June 25,
2008; APS13072]

12

13

14
15

16

17

18
19
20 Q. How does S&P evaluate financial risk?

21

22

2 3

2 4

25

The S&P rating agency analyzes financial risk both qualitatively and

quantitatively "mainly with financial ratios and other metrics that are

calculated after various analytical adjustments are performed on financial

statements prepared under GAAR" [Attachment DEB-4, p. 12] S&P

provides the following indicative financial risk ratios for U.S. utilities :

26

Ca§1 Flow Debt Leverage
FFO/Debt (°/9 FFO/lnlelest (x) Total Debb'Capi1aI (°/=)

M0d8t

Intermediate

Aggression

Highly L6\Btl3Q€d

40-60

25-45

10-30

B elow 15

4.0-6.0 25-4-0

3.0-4.5 35-50

2.0-3.5 45-60

2.5 or less O \ e r  5 0

2 7 Source: Attachment DEB-4, p. 12

A.

14
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1 Q- Where does APS fall on this matrix?

2

3

4

5

6

7

8

9

10

11

12

13

14

According to S&P's June 25, 2008 report, APS' "Funds From Operations"

(FPO)/Debt ratio is 16%, FRO/Irterest ratio is ex, and debt to total capital

is 57% [S6zP Ratings Direct, June 25, 2008; APS13070, p. 2] The debt to

capital ratio computed by S6zP is significantly worse than the analogous

debt ratio which was approved by the Commission in the last rate case.

This 57% debt ratio places APS near the unfavorable end of the range

for the "Aggressive" financial risk category Similarly, the FPO/Debt ratio

places APS in the middle of the range for the "Aggressive" financial risk

category. The FRO/Irterest data is much more favorable - APS falls toward

the favorable end of the range for the "Intermediate" category and APS

nearly qualifies for the "Modest" financial risk category With two out of

the three indicators being consistent with the 'Aggressive" financial risk

category and given a "Strong" business risk profile, the S&P rating of

BBB- is consistent with S6zP's stated criteria.15

Q. Are these ratios all that the agencies consider when rating utilities?

16

17

18

19

20

A.

21

No. The agencies review many quantitative and qualitative factors,

including a variety of other financial ratios, not included in this simplified

matrix. This is an important factor to keep in mind, since not all ratings

align perfectly with this sort of simplified matrix. For example, S8zP states:

22
23
24
25

26

The use of the FFO metric for some regulated utilities,
for instance, can be misleading as it does not capture the
variation in regulatory assets or liabilities. [Corporate
Ratings Criteria, 2008, p. 41]

A.
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1 Q. Should the Commission be concerned about APS' bond rating and

credit metrics?2

3

4

5

6

7

8

9

10

11
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13

14

15

16

17

18

Yes, this is a legitimate concern, particularly since the APS ratings are

currently toward the low end of the industry range, and since any

substantial further degradation could put the Company below the

"investment grade" categories. The most obvious reason for concern is the

impact of any further downgrading on the interest rates which would be

paid by the Company when it needs to raise additional debt capital. As

ratings decrease, the required interest on new issuances increases. These

increased debt costs lead to higher costs for customers over the life cycle

of the debt issuance (typically 20 years).

However, a simple cost-benefit analysis focused exclusively on

measurable differences in interest rates is not sufficient to fully understand

the adverse impact of a further deterioration of the Company's credit

ratings, particularly if all three of the rating agencies were to drop the

Company's debt into the "junk" category. If such an across-the-board

deterioration were to occur; it could impose substantial costs on the

Company's customers and potentially on the entire state of Arizona.

Q.

21

Can you elaborate on the potential adverse impact of an APS

downgrade?

22

23

24

To fully understand the potential problems, it is helpful to review a few

basic facts. First, the market for newly issued junk-rated debt is limited.

While there are many junk bonds on the market, many of these were

19

20

A.

A.
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originally issued with higher ratings, and were subsequently downgraded

when problems were subsequently encountered by the issuer. While it is

possible to issue new debt with a low bond rating, provided the issuer is

willing to pay a high enough interest rate, in practice the market for such

debt is relatively thin and uncertain, and the cost could actually exceed the

cost of equity. In this regard, it is important to note that issuance of

additional debt bearing a high interest rate will weaken the firm's credit

metrics, particularly its FFO to interest ratio, increasing the firm's

financial risk, and potential leading to a further bond downgrading.

As well, if APS were to assume the burden of paying inordinately high

interest rates on newly issued debt, it would further reduce the amount of

protection offered to its existing creditors, thereby increasing the risk of

default or bankruptcy In turn, this would increase the risk facing

stockholders, which would lead to an increase in the cost of equity malting

it more difficult to tap the equity markets, and result in a higher allowed

return on fair value. Simply stated, a substantial further downgrading

could lead to a series of undesirable ripple effects that are difficult to

predict in advance, but are not in the best interests of either shareholders

or customers, and which should certainly be of concern to the Commission.

Moreover, it is important to remember that the public utility industry

has historically been perceived as a safe haven for both stock and equity

investors. Consistent with that general perception, the vast majority of all

major publicly held utilities have maintained investment~grade bond

ratings for many decades. Thus, to have a major utility like APS drop into

17
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the junk bond category - particularly if this change were confirmed by all

three major rating agencies - would be an unusual event that would be

rather newsworthy.

If the rating change were not the result of some unique, well

understood and rarely encountered risk, like the shuttering of a nuclear

plant due to safety violations, it could have a shock effect on investor

attitudes toward other utilities operating in the state, or even for the state

as a whole. Even if the downgrading were attributable to a highly visible,

easily understood problem, investors, banks, Wall Street analysts and

others may not give APS, or the state, much benefit of the doubt. Instead,

they may perceive the decline into junk bond territory as a warning that

other, more systemic risks or problems may exist with the state's economy

or its regulatory climate.

Even if these perceptions were not valid, the resulting cost of a

downgrading could be more substantial than the nominal cost which would

be estimated if one only focused on the increased interest payments on

future debt issuances by APS. A substantial downgrading could generally

poison investor attitudes, leading to increased debt and equity costs for the

other utilities in the state - higher costs which would ultimately be passed

through to their customers.

21
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I Q-

2

Are there aspects of the financial "crisis" which began in September

2008 which ought to he considered in evaluating the potential

impact of an APS downgrade?3
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Yes. We have recently seen extreme swings in credit markets, triggered by

relatively minor changes in the underlying facts. Once perceptions of the

credit-worthiness of major institutions like Lehman Brothers or Wachovia

turned a bit negative, the shift in perceptions began to feed on itself,

leading to rapidly escalating atmosphere of fear and uncertainty which in

turn had very real consequences for these firms and others.

During a financial crisis or tight credit environment, even firms with

an investment grade bond rating may find it more difficult than normal to

issue additional debt or equity Having a bond rating toward the low end of

the utility industry the Company may find it difficult to fully fund its

planned capital construction program - bearing in mind that merely

offering to pay higher than normal interest rates wouldn't necessarily solve

the problem, since the very need to offer such high rates could be

perceived as a sign of weakness, pushing away more risk-averse investors

and malting it harder to raise capital in the future (since the FRO/irterest

ratio will deteriorate as higher interest rates are paid on new issuances).

Absent the ability to access the debt market on a routine basis at

attractive interest rates, APS would be left with relatively limited and

unattractive options. It could stop paying dividends (which would

effectively force Pinnacle West to do the same thing), and attempt to meet

its financing needs entirely through internally generated cash flow. APS

A.
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could slow, or halt, all but the most urgently needed construction projects,

but if this were to continue for very long, it could result in a reduction in

service reliability or require extraordinary measures to maintain reliability

such as rolling brownouts during peak hours, or a temporary moratorium

on new service connections in order to constrain demand to fit within the

capabilities of the system.

To some degree, a crisis environment, and the potential for reduced

reliability brownouts, or similar measures, may provide a degree of self-

correction, discouraging people from moving into the state, thereby

limiting growth and helping to maintain reliability despite a limited ability

to finance construction. The Company could also request some sort of

emergency rate relief - perhaps a temporary emergency surcharge which

forces customers to contribute funds for the construction of needed

facilities. While this could prevent blackouts or brownouts, it isn't an ideal

solution, since it would force current customers to pay for facilities that

will benefit future customers over the next several decades.

Needless to say even enumerating this list of potential "solutions" to

a loss of routine access to credit markets is sufficient to suggest that it

would be highly desirable to avoid these scenarios. If APS were to lose

access to credit markets on reasonable terms, even if that loss only occurs

for only a relatively short period of time, (e.g. until the Commission steps

in with emergency rate relief), the adverse economic impact could be

substantial,

Finally it is worth noting that an across-the-board decline into junk

20
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bond territory by one of the state's largest utilities would be a journey into

unfamiliar territory. Conceivably there might be serious adverse

consequences for the state's economy as a whole. As many have observed

in various other contexts, a good reputation takes years to acquire, but it

can be destroyed overnight, as the result of a single sufficiently notorious

incident or mistake.

The impact of an APS bond downgrading is hard to predict, since it

will depend partly on the circumstances at the time, and partly on the way

those circumstances are perceived. But, it is important to realize this is

not a risk that should be taken lightly A downgrading could have a long

lasting negative impact on attitudes on Wall Street, and in the board rooms

of national and multi-national corporations that do business in the state, or

might contemplate operating in the state in the future. Particularly if credit

difficulties lead to uncertainties about the future reliability of the state's

power system, it could adversely affect the state's reputation with regard

to its overall business climate.

While the cost of power is certainly an important consideration for

firms that are evaluating where to operate or where to expand their

operations, the fear of not having enough power available when needed

could be an even more important consideration. The differences in cost

per KWH seen in different states, or attributable to different bond ratings,

could seem relatively trivial when compared to the risk that a new

warehouse or office building won't be allowed to hook into the electrical

grid, or the risk of rolling brownouts or blackouts if adequate construction

21
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financing weren't available to meet the state's growing power needs.

Were the reliability and stability of the state's power grid ever called

into question, even if the actual risks were relatively remote, it could lead

to a crisis in confidence that is reminiscent of the ones recently

experienced in the credit markets, where investors over-react to bad news,

discouraging them from investing in the state, which in turn leads to

adverse consequences which greatly outweigh the relatively modest cost of

preventing the problem before it arises.

Accordingly regardless of what specific decisions it adopts with

respect to particular issues in this case, the Commission should be

sensitive to investor perceptions, and it should strive to provide assurance

in its order that it understands the importance of ensuring that APS retains

access to capital markets on reasonable terms. As well, it should make an

effort to clearly communicate its intention to continue to treat APS

shareholders and bondholders fairly.

Furthermore, when weighing the merits of alternative regulatory

policies in this proceeding, the Commission should not only consider the

readily measurable differences in rates per KWH which would result from

those policies, but it should also give appropriate consideration to the

indirect, long term impacts of the various policy options, including the

benefits of taking innovative steps to help ensure that APS can maintain an

adequate bond rating. Where reasonable policy options exist that would

ameliorate the alleged attrition problem, and provide reason for the rating

agencies to maintain or increase APS's bond ratings, without undermining

22
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3

core principles of regulation or placing an unfair burden on ratepayers,

those options should be given serious consideration - even if they deviate

from the Commission's long standing practice.

4

5 Q-

6

7

You've painted a rather bleak picture of the potential consequences

if an across-the-board bond downgrading were to occur. Are you

suggesting that these risks should dominate the Commission's

analysis of the issues in this case?8
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As well, the Commission

14

15

16

17

18

19

20

21

22

23

24

No, not at all, But I wanted to make clear that RUCO recognizes the

importance of maintaining a reasonable bond rating, notwithstanding

various differences of opinion that may exist concerning the most

appropriate resolution of various specific issues.

should realize that the concern about credit metrics are a key

consideration in this case - one that the Commission should carefully

weigh, and which might justify taking action in certain instances that

deviates from its normal practice. The Commission should carefully

evaluate the credit rating and attrition issues, rather than relying entirely

on the Commission's past practice, or merely applying an ad hoc extension

of its past practice, in an indirect attempt to ensure that the Company gets

adequate support for its credit metrics.

That said, I am not by any stretch of the imagination suggesting that

the Commission should throw all other concerns overboard or to accept

every one of the Company's requests in this case, no matter how excessive

or unreasonable, in a misplaced effort to minimize the risk of a

A.
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downgrading. For example, one reason why APS' credit metrics have been

weak in recent years is that management incurred costs that were found to

be imprudent. I believe a vigilant regulatory regime, which forces

stockholders to absorb imprudent costs encourages greater efficiency and

is ultimately in everyone's best interest. However, in the short run these

imprudent decisions, and the consequent regulatory disallowances are

hurting the Company's cash flow and other credit metrics, and this may be

one of the reasons the rating agencies perceive a higher level of business

risk compared with states which does not have the resources, or

inclination, to identify and disallow imprudent costs.

Arizona has constitutional requirements that require fairness to both

consumers and stockholders. As a result, it is certainly possible that the

regulatory system may be somewhat less favorable to investors than one

that is solely the creation of a legislature that is subjected to intense

lobbying by the industries that are regulated. But, this is something the

Commission should treat as a given. For regulation to work as intended,

management of monopolies cannot be given a blanket promise of

immediate, full recovery of all costs regardless of how imprudent or

unreasonable those costs might be, and regardless of whether those costs

are actually being incurred, or merely anticipated in the future .

In competitive markets, firms are rewarded for unusually good

decisions, and they are forced to absorb the cost of unusually poor

decisions. Similarly it isn't economically efficient or fair to require

customers to reimburse imprudently incurred costs, merely because of the

24
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potential effect of a disallowance on the Company's credit metrics.

Similarly it isn't cost effective or logical to strive for an extremely

high bond rating. It might be feasible for APS to achieve a AA bond rating

by maintaining a 95% equity ratio, but this clearly would not be cost

effective, particularly given federal income tax policies which treat interest

payments as deductable, but dividends are paid with after-tax dollars.

It is also worth noting that the Company's current, relativelyweak,

bond rating is not primarily traceable to regulatory lag or attrition. In

addition to problems with imprudent costs, there are other factors that

have contributed to the current situation. For example, if management had

relied less on debt financing and contractual arrangements that have some

of the same credit characteristics as long term debt, and instead had made

larger, more frequent equity infusions into APS, its credit metrics would be

stronger, possibly justifying a higher rating.

Similarly despite management's best intentions in establishing a

holding company structure and attempting to diversify away from the

electric utility business, it was almost inevitable that such an effort would

ultimately worsen the Company's business risk profile. There are very few

fields of endeavor with more favorable business risk characteristics than

the electric utility industry and thus virtually any diversification effort will

tend to introduce additional elements of business risk. This has certainly

been the case with PNW's diversification efforts to date, which have been

focused in areas which are potentially quite risky and cyclical - real estate

development and energy services. The result of these efforts has been to

25
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worsen the business risk profile for PNW and thus indirectly make it more

difficult for APS to maintain or improve its bond rating. Further

exacerbating the inherent problem of introducing more risk into its

business risk profile, PNW's diversification efforts have not been

particularly successful. As a result, it appears that the diversification

effort has generally yielded weaker, more volatile earnings, lower interest

coverage, and general downward pressure on PNW's credit metrics.

When discussing its consolidated credit ratings for Pinnacle West and

APS, S&P states:

10

11

12
13

14

15

16

17

APS provided the company with about 92% of its
consolidated net income in 2007. SunCor, PWCC's real
estate development company, provided about 4%, but due
to the significant real estate slowdown in the southwest,
it is unlikely it will be a meaningful contributor of cash
flows or income over the next several years. [Pinnacle
West Ratings Report, June 25, 2008; APS13073, p. 2]
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26

S8zP also noted that Pinnacle West and APS's categorization as having an

"aggressive" financial risk profile was due in part to "the presence of

unregulated activities, which can be unpredictable in their earnings

contributions." [Id.] This view is supported by the operating results of

Pinnate West's unregulated subsidiaries. SunCor, Pinnacle West's real

estate subsidiary experienced a 61% reduction in net income from 2006 to

2007 ($61 million vs. $24 million). [Pinnacle West/APS 2007 10K, p. 20]

Further Pinnacle West's other unregulated subsidiaries have all

experienced net operating losses the past 3 years [Id., pp. 20-21]

1 Pinnacle West Marketing and Trading only began operating in 2007. It had a net loss of $11 million in its first year of

operations.
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2 III. APS' Filing: An Overview

3

4 Q- Can au now summarize APS' overall revenue re best?q

5

6
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Yes. APS requests a $264.3 million increase in non-fuel base rates.

[Amended Application, p. 3] The requested increase is based on in part on

adjusted test year sales and expenses during the 2007 test year. However,

it also reflects numerous post-test year adjustments, as well as an explicit

"attrition" adjustment of $79.3 million. [Id., p. 4]

APS is also requesting a $183.9 million increase in its fuel related

base rates. [Id., p, 3] $170 million of this amount would be recovered by

the existing PSA absent Commission action in this case, and thus the net

13 impact of the fuel related portion of its request is to increase customer

14

15

16

17

rates by $13.9 million. Hence, adding the non-fuel base rate increase and

the net effect of the fuel related rate changes, if APS is granted all of the

relief it is requesting, customers will pay approximately $278.2 million

more per year. [Brandt Direct, p. 14]

18

19 Q- Has APS proposed various adjustments to its actual test year

results?20

21

22

23

24

Yes. APS has proposed several adjustments to its test year rate base. On

an ACC jurisdictional basis, these adjustments collectively result in a $418

million increase in the rate base. [Schedule B-1] Similarly APS has

proposed numerous adjustments to the actual test year operating income.

A.

A.
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On an ACC jurisdictional basis, these adjustments collectively result in a

$181 million net reduction to its operating income below the actual level

experienced during the test year. [Schedule C-1, p. 2] Multiplying this

cumulative adjustment amount by APS' Gross Revenue Conversion Factor

of 1.6491 suggests that approximately $298 million of the requested

revenue requirement is attributable to the net effect of these adjustments,

rather than to the actual, unadjusted test year results.

Further analysis suggests that without its proposed adjustments to

annualize cost increases that occurred after the test year, the Company's

filing would show very little need for any rate relief. Stated another way

the actual historical test year provides very little justification for a rate

increase - nearly the entire amount of the Company's proposed rate

increase is based on its claims concerning attrition and cost increases

occurring after the end of the test year.

15

16 Q. Can you explain the concept of pro forma adjustments, in general

terms?17

18

19

20

21

22

Yes. Although terminology can vary test year adjustments can be classified

into various groups, based on the underlying purpose or theoretical basis

for making the adjustment. Company witness La Benz speaks of three

major types: normalizations, annualizations and out-of-period adjustments.

He describes normalizing adjustments as follows:

23

24

25

Normalization adjustments compensate or adjust for
unusual levels of operations experienced during the Test
Year period. These adjustments generally relate to items

A.
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1
2
3
4

that are abnormal in amount or nonrecurring in nature
and are made to better reflect what is believed to be an
ongoing level of operations. [La Benz Direct, p. 15]

5 Mr. La Benz describes out of period adjustments as follows:

6
7
8

9
10

Out-of-period adjustments remove expenses or revenues
properly recorded during the Test Year, but which are
associated with operations from another year. [Id., p. 16]

He describes annualizing adjustments as follows:

11
12
13
14
15
16
17
18
19

20
21

Annualization adjustments recognize that some events
occurring during the test period are ongoing and must be
adjusted to reflect their impact over an entire twelve-
month period. One example of an annualization is for the
payroll increases that happen during the Test Year. Since
payroll costs will be higher on an ongoing basis than
what was recorded during the Test Year, an adjustment
must be made to reflect the prospective level of costs.
[Id., PP- 15-16]
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28

29

30

31

32.

Many of the adjustments in the "annualizing" group are designed to update

costs beyond the test year, or to reflect the added costs associated with

additional investment and inflation which didn't occur until late in the test

year, or which are anticipated to occur after the test year. These

adjustments are a crude attempt to compensate for the alleged attrition

problem - they attempt to capture the effect of inflationary cost increases

which weren't fully reflected during the test year, but occurred near the

end of the test year, or after the test year.

While the concept of adjusting for "known and measurable" cost

increases is a potential method for dealing with inflation and attrition, this

approach tends to be arbitrary and controversial, particularly with respect

to determining the appropriate cut-off date for the various adjustments,
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and the degree to which internal consistency or "matching" can be

achieved - or even attempted.

RUCO believes the Commission should continue to use an historical

test year, and it should reject the Company's proposal to make a long series

of ad hoc adjustments stretching far beyond the test year. If the

Commission is persuaded that the Company's financial situation warrants

extraordinary measures that go beyond its traditional historical test year

approach, I don't believe the best solution is to accept more and more

adjustments for "known and measurable" changes, or to extend the cut off

date for cost increases farther and farther beyond the end of the test year

while leaving revenues frozen at the level which occurred during, or at the

end of, the test year.

While it has long been accepted by this Commission and many other

regulators, trying to solve a potential problem with attrition by adopting

adjustments for "known and measurable" changes to the historic test year

is an inherently difficult and controversial process. Should the Commission

only consider changes which occurred during the test year? Or, should the

Commission go a few weeks, or months or even a couple of years beyond

the test year? In the Company's filing, it proposes a Mish-mash of different

adjustments, calculated as of different dates. No overarching principle has

been put forward to justify the particular mix of adjustments and

calculation dates, and the end result deviates greatly from the Company's

actual operating experience during the test year. There is no assurance

that the end result of this series of inconsistent adjustments is reasonable,
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or representative of actual conditions that can reasonably be anticipated in

the future.

While I will readily concede that at first blush it seems reasonable to

extend the cut-off date for known and measurable adjustments to go as far

as possible past the end of the test year, this is not a good solution to an

attrition problem, where one exists. Extending adjustments farther and

farther beyond the test year tends to degenerate into an arbitrary ad hoc,

and ultimately unsound process of picldng and choosing items to be

included in the adjustment process, as well as picldng and choosing the

dates to be used in developing each of the adjustments. There is no sound

theoretical basis for deciding exactly how far to go beyond the test year,

yet it is clear that the farther one goes past the test year, the less the

Commission will be relying on actual experience, and the more it will be

relying on a hypothetical version of what might possibly occur in the

future.

The Company has proposed an ad hoc mixture of adjustments with no

consistency to the dates used for the various adjustments, and no

consistency in determining the scope of each adjustment. For instance, it

proposes to annualize revenues to reflect the number of customers present

at the end of the testyear, but it proposes to annualize non-union payroll

costs as of March 2008, and it proposes to annualize union payroll costs as

of March 2009. Similarly it has proposed a variety of different rate base

adjustments, for plant additions that occurred, or were expected to occuij

as of many different dates during 2008 and 2009. Yet, even with this cherry
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picking of adjustments and dates, the Company's indicates that it has no

faith that it's proposals will adequately compensate for the alleged attrition

problem, and thus it has also proposed an additional, explicit attrition

adjustment.

By limiting the adjustment process to only consider revenue

increases through December 2007, while including a wide range of cost

increases stretching through mid-2009, the Company is proposing a severe

mis-match of revenues and costs with no assurance that the final end result

of this mis-matching process is in any way reasonable or an accurate

method for compensating for the alleged attrition problem.

Rather than debating the merits of each of these adjustments in

isolation, one-by-one, or attempting to put forward a different ad hoc

mixture of adjustments, my general approach has been to start with a

specific cut-off date, and then to remove all of the attrition-related

adjustments that are inconsistent with that cut-off date. To the extent the

Commission is convinced that the Company's financial situation merits

providing compensation for attrition, I believe it would be preferable to

replace all of these ad hoc adjustments with a comprehensive, balanced

response to the attrition problem, as described in the appendix to my

testimony

For purposes of this testimony; I have assumed a December 31, 2007

cut off date. I realize that the Commission may be unwilling to provide an

comprehensive, explicit form of attrition compensation, yet be persuaded

that some deviation from that strict cut off may be warranted in this case,
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5

6

7

8

9

10

11

12

given the concerns I addressed earlier with respect to APS' credit metrics

and bond ratings. Thus, I realize the Commission might conclude that

some deviation from a strict historical test year is warranted - e.g. by

accepting some of the adjustments related to the first 6 or 9 months

beyond the test year. However, before pursuing that sort of ad hoc

solution, I would recommend the Commission at least consider a more

comprehensive, explicit approach to dealing with the alleged attrition

problem.

Accordingly I have provided an appendix to my testimony in which I

discuss the attrition issue in more depth, and I describe an alternative

approach to attrition compensation, which is not based on a series of

arbitrary adjustments to the historical test year.

13

14

15 Q-

16

What cut-off date are you recommending for dealing with the

attrition-related pro forma adjustments?

17

18

19

20

21

22

23

24

I recommend the Commission use a cut off date of December 31, 2007 (the

end of the test year). This provides compensation for roughly 6 additional

months of inflationary cost increases, from the mid-point of the test year to

the end of the test year, and it provides a specific, readily identifiable cut

off point for for the Company's revenue requirements. While RUCO is not

recommending any other attrition compensation, to the extent the

Commission concludes that additional compensation is warranted by the

unique circumstances of this case, particularly the weak status of APS's

A.
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1

2

credit metrics, a reasonable approach to calculating that compensation is

set forth in the appendix to my testimony.

3

4

5
6 Iv Rate Base Adjustments

7

8 Q.

9

Can you briefly describe the Company's proposed rate base

adjustment 1 - the Palo Verde Unit 3 Steam Generator?

10

11

Yes. The Palo Verde steam generators have been damaged by heat and

corrosion. [Kearns Direct, p. 24]

12
13
14
15
16
17
18
19

20

The Palo Verde owners, including APS, have determined
it is both necessary and economically desirable to replace
the Palo Verde steam generators and related equipment
in each Unit to preserve the Unit's output and to improve
the plant's reliability. The Unit 3 steam generators are
the final set of steam generators being replaced at Palo
Verde, and the Company seeks to recover those costs in
this proceeding. [Id.]

21

22

23

24

25

26

27

In addition to two steam generators, "three low-pressure turbine rotors,

core protection calculators and pressurized heaters are being replaced."

[Id., p. 25] The new generator and related equipment was placed in

service on January 19, 2008. [Id., p. 24] The Palo Verde steam generator

adjustments include a $48,265 million addition to gross utility plant, and a

$43,934 reduction in accumulated depreciation, for a 9592.199 million

increase in rate base. [SFR Schedule B-2]

28

A.
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Q- Did APS request a similar adjustment in its last rate case?1

2

3

4

5

A. Yes. APS requested an adjustment for the replacement of the steam

generator on Palo Verde Unit 1. However, that unit was replaced during

the 2005 testyear. In this case, the Unit 3 steam generator was replaced a

few weeks after the end of the 2007 test year.

Q. What is your conclusion with regard to the Unit 3 steam generator?

6

7

8

9

10

11

12

13

14

15

I recommend excluding these adjustments because they occurred after the

test year. It is also worth noting that analogous cost increases for other

portions of the Palo Verde plant occurred in earlier portions of the

historical period which I studied in developing my recommendations

concerning attrition. Thus, I believe this particular cost increase .- though

it occurred just shortly after the end of the test year, is not so unique as to

justify making an exception to the general cut-off date of December 31,

2007.

16

17

18

19

20

21

22

23

Z4

Q. Can you now discuss the Company's rate base adjustment 2 - the

Cholla Generating Station Environmental Projects?

Yes. APS recently initiated several environmental projects at the Cholla

Generating Station. The projects include a lime slaldng upgrade, slurry

disposal, and replacement of coal burners with burners that reduce the

production of nitrous oxide. [Kearns Direct, pp. 26-27] These projects were

placed in service in May of 2008. [ld., p. 26] The Cholla Environmental

Projects adjustments include a $14,944 million addition to gross utility

A.

A.
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1

2

3

4

5

plant, and a $664,000 reduction in accumulated depreciation, for a

$15608 million increase in rate base. [SFR Schedule B-2] The increase in

rate base was calculated "using the new equipment's estimated cost as of

the date on which the equipment was placed into service." [Kearns Direct,

p. 27]

6

7

8

9

10

Q. Did APS request a similar adjustment in its last rate case?

15

16

17

18

19

20

In the previous rate case, APS requested an "Environmental Improvement

Charge" of $0.00016 per kph to be collected from most customers, to be

used to pay for future environmental projects. [Decision 69663, pp, 82-83]

The Commission refused to adopt the proposed adjustor, noting that it

would include forecasted costs. [Id., p. 86] Instead, the Commission

authorized APS to collect a $0.00016 per kph surcharge from most

standard offer customers, to be known as the "Environmental Improvement

Surcharge" (ElS). The Commission required APS to deposit money

collected by the ElS in a separate interest-bearing account, and authorized

APS to draw from the account to fund environmental improvements. [Id., p.

86] APS was instructed to consider the balance in the ElS account a

regulatory liability and amounts withdrawn were required to be

considered Contributions in Aid of Construction. [Id.] I

21

22 Q.

23

What is your conclusion with regard to the Cholla Generating

Station Environmental Projects?

24 I recommend the Commission not adopt this adjustment, for the reasons I

11

12

13

14

A.

A.
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3

4

5

6

7

8

9

10

discussed above. The plant improvements were not placed into service

until roughly 5 months after the testyear. Instead of picking and choosing

an ad hoc series of adjustments for specific cost increases, while ignoring

offsetting cost decreases and revenue increases which occurred during the

same time period, I believe it would be preferable to adopt a uniform,

consistent cut-off date as of the end of the test year. To the extent the

Commission concludes that further action is warranted to deal with the

attrition problem, I believe it should consider doing this through a

separate, comprehensive response, as described in the appendix to my

testimony.

11

12

13

Q. Can you now discuss the Company's proposed rate base adjustment

3 - Yucca Units 5 and 6?

14

15

16

17

18

19

20

21

22

23

24

Yes. APS recently built new peaking facilities at the Yucca Power Plant in

Yuma, Arizona. The "Yuma Assets" consist of two 48 MW natural gas-fired,

simple cycle, pealing electric generating units. [Dinkel Direct, p. 4] At the

time APS' testimony was written, the Company expected the units to be

placed in service during the summer of 2008. [Kearns Direct, p. 27] APS

would like to include the units in rate base, and seeks a declaration that its

decision to "direct build" the units was prudent. According to witness

Dinkel, the Company determined that building the units itself would cost

$4.6 million less it would incur if it relied on a developer. [Dinkel Direct, p.

7] The Yucca Units 5 and 6 adjustment consists of a $75.758 million

addition to rate base. [SFR Schedule B-2] The addition to rate base was

A.
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1

2

3

calculated "using the estimated cost of construction for the two units as of

the time when the equipment is expected to be placed into service."

[Kearns Direct, p. 28]

4

5

6

Q. What is your conclusion with regard to the Yucca Units 5 and 6

adjustment?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

I recommend the Commission reject this adjustment. These new units

were not placed into service until well after the test year, and I don't

believe the alleged attrition problem can best be resolved by picking and

choosing an ad hoc series of adjustments for specific cost increases, while

ignoring offsetting cost decreases and revenue increases which occurred

during the same time period. Given the importance of the attrition issue in

this case, I believe it is preferable to adopt a uniform, consistent cut-off

date as of the end of the test year, and to analyze the alleged attrition

problem in a comprehensive manner, rather than debating the merits of a

series of ad hoc responses to portions of the overall problem.

In this regard, I would note that the exact cost and completion date

of these units was not known when the Company prepared its testimony

and that the filed adjustments are based on estimates which are

undoubtedly less than perfect. Similarly it is impossible to know precisely

how much impact the new Yucca units will have on the Company's

operating costs until experience is gained with them under actual

operating conditions. Presumably however, these are not simply a dead-

weight burden on the Company. There may be some cost savings, if the

A.
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6
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8

9

10

11

12

13

new units allow the Company to produce electricity at a lower cost per kph

during certain times, by displacing other peaking unites with higher unit

costs, or by reducing the need to purchase power from other suppliers. As

well, as new generating plants and other facilities are added to the system

it becomes feasible to serve load growth, which allows the Company to

earn additional revenues. Thus, the decision to adjust for additional

investments in Summer of 2008, while limiting revenues to only consider

growth that occurred Mrough the end of the test year is inherently

arbitrary creating a mis-match which is not theoretically sound.

Accordingly l recommend rejecting this adjustment. If attrition

compensation is to be provided, I believe it can better be accomplished

through a balanced, comprehensive approach as explained in the appendix

to my testimony.

14

15 Q- Can you now discuss the Company's rate base adjustment 4 - Post

Test Year Plant Additions?16

17

18

19

20

21

Yes. APS has grouped into a single pro forma adjustment numerous

construction projects that were on the Company's balance sheet by the end

of the test year, and which it expects to be placed in service by the time

rates in this case will take effect, sometime in 2009. [Id.] Mr. Kearns

explains:

22
23
24
25
26

As of December 31, 2007, the Company had incurred
$623 million in costs related to utility construction
projects to serve existing and future customers that had
not been recorded as in-service at the end of the Test
Year. After removing the dollars associated with the Palo

A.
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1
2
3
4
5
6
7
8
9

10
11

Verde Unit 3 Steam Generator, the Cholla Capital
Projects, Yucca Units 5 and 6, transmission projects,
projects of relatively small dollar value, and projects not
expected to be placed in service before rates from this
case will take effect, $251 ,3 million Total Company and
$244.8 million of items within the Commission's
jurisdiction remains for projects that are either already
in-service or that will be completed by the expected
effective date of new rates. [Id., p, 29]

12

13

14

15

16

17

18

There are a total of 1,201 plant additions grouped into this adjustment.

[Kearns Attachment DAK 12] The additions include 38 projects with an

estimated cost of over $1 Million, 36 projects with an estimated cost

between $500,000 and $1 million, and 1,127 projects with an estimated

cost of $10,000 to $500,000. [Id.] By plant category there are 169

generation projects; 986 distribution projects; and, 46 "other projects".

[Id.] In total, these miscellaneous post test year plant additions increase

rate base by $244.802 million. [SFR Schedule B-2]

19

20

21

22

23

24

25

26

27

28

29

Q- What is your conclusion with regard to these miscellaneous post

test year plant additions?

None of the projects included in this adjustment were completed by my

recommended cut-off date for these sorts of adjustments. With more than

a thousand separate plant additions, it isn't practical to analyze or debate

the merits of each item individually. However, in general, I would note that

many of these projects were not completed or placed into service until long

after the test yeaij and I don't believe the alleged attrition problem can be

accurately resolved by picking and choosing an ad hoc series of

adjustments for specific cost increases. As well, I would note that the

A.
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18

19

20

21

22

23

24

Company has ignored any offsetting cost decreases or revenue increases

which will accompany these plant additions as and when they occur.

Given the importance of the attrition issue in this case, I believe it is

preferable to adopt a uniform, consistent cut-off date as of the end of the

test year, and to the extent the Commission decides it needs to go beyond

the test year, it should do so in a systematic, comprehensive manner, rather

than debating the merits of a series of ad hoc responses to specific portions

of Me overall situation. Furthermore, it is worth noting that the exact cost

and completion date of many of these anticipate plant additions were not

known when the Company prepared its testimony, and that this sort of

adjustment is necessarily based on estimates that cannot possibly be

perfect.

The ad hoc adjustment approach is inherently controversial and

fraught with imprecision. Even if the final construction cost is known, the

related impact on the Company's income is not known or measurable. It is

impossible to know precisely how these projects will impact the Company's

operating costs. In some cases, there may be additional maintenance and

other costs; in other cases, costs may actually decline, as older equipment

is reinforced with new additions that increase reliability or reduce the

need to incur extraordinary labor costs to provide reliable service as the

existing facilities near overload conditions. In any event, as new

transmission and distribution facilities are added to the system it becomes

feasible to serve load growth, which allows the Company to earn additional

revenues. Yet, the Company has not made any adjustments for revenues
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2

3

associated with customer and sales growth occurring through the dates at

which these various prob acts will be completed (well after the end of the

test year).

4

5 Q.

6

Can you now discuss the Company's proposed rate base adjustment

5 - West Phoenix Unit 4 Regulatory Disallowance?

7 A. APS witness La Benz explains:

8
9

10
11
12

In accordance with GAAR this disallowance was only
recorded for regulatory purposes. Consequently a pro
forma adjustment is needed to reduce Rate Base by the
disallowed amount. [La Benz Direct, p. 19]

13 This adjustment reduces rate base by $9.886 million.

14

15

16

17

18

Q. Did APS propose a similar adjustment in its previous rate case?

19

Yes. APS' filing in the previous rate case included a similar adjustment

related to the West Phoenix Unit 4 regulatory disallowance. The

adjustment was not opposed by any party, and was accepted by the

Commission. [Decision 69663, p. 14]

20

21 Q.

22

What is your conclusion with regard to this pro forma rate base

adjustment?

23

24

25

26

I recommend the Commission accept this adjustment. This is the only rate

base adjustment proposed by the Company that I have included in my

revenue requirement calculations, as shown on Schedules BJ-3, B]-4 and

B]-6 .

A.

A.
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5

6

7

Q. Are you recommending any rate base adjustments that were not

included in the Company's filing?

Yes, one. First, I recommend making an adjustment to the Company's

worldng capital calculations, to more accurately reflect the approach

adopted by the Commission in the last rate case. During the discovery

process the Company acknowledged that

8

9
10
11

12

13

14

Although it was APS's intention to use the staff
methodology from Decision No. 69663, in reviewing the
detail supporting interest expense, it was noted that the
calculation was not prepared consistent with the Staff
methodology in the previous rate case. [APS Response to
Staff DR 13.1]

15

16

17

18

19

Based upon the workpapers supplied by the Company in that

discovery response, I have estimated the impact of reusing the working

capital calculation, consistent with the Staff methodology. The estimate

impact is to reduce the total company cash working capital by $4,078,000

($3,311,974 for the ACC jurisdiction).

20

21 VZ Income Adjustments

22

23

24

25

26

27

Q. Let's discuss APS' proposed income adjustments. Can you begin by

commenting on APS' income adjustments 1 through 4?

APS' first four income adjustments correspond to its first four rate base

adjustments: Palo Verde Unit 3 Steam Generator; Cholera Generating

Station Environmental Projects; Yucca Units 5 and 6; and, Post Test Year

A.

A.
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2
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4

5

6

7

8

9

10

11

12

13

Plant Additions. [See, SFR Schedule C-2] Each of these income

adjustments includes the depreciation, interest expense and taxes related

to the corresponding plant addition. As I explained earlier, these projects

were not completed by the end of the test year, and the Company has not

adequately analyzed any related cost decreases or revenue increases which

will accompany these plant additions. The purpose of these adjustments,

like the corresponding rate base adjustments, is to offset inflation and

attrition after the test year. Accordingly I recommend these adjustments

be rejected. To the extent the Commission concludes that some additional

rate relief is warranted, beyond that justified by the actual historical test

year, due to the Company's weak credit metrics, I recommend that any

such extraordinary relief be developed in a more systematic,

comprehensive manner, as discussed in the Appendiz to my testimony.

14

15

16

17

18

Q- \Nhat is the purpose of APS' "attrition" adjustment?

This is the only adjustment that APS has explicitly labeled as being

attrition-related. Mr. Kearns explains that even if all its other pro forma

adjustments are accepted by the Commission, the Company

19
20
21
22
23

24

would require an additional adjustment to revenue
requirements in the amount of $79,278,000 in order to
close the remaining gap between APS's revenue growth
and its expense growth that will still e>dst at the time new
rates become effective. [Kearns Direct, p. 31]

25

26

To calculate the amount of this explicit attrition adjustment, APS calculated

its projected revenues and operating expenses for 2010, and compared the

A.
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2

3

4

5

6

7

8

9

10

11

12

13

14

15

results to the Company's unadjusted test year revenues and expenses "in

order to measure the change in annual operating income that the Company

will experience from the unadjusted Test Year through year-end 2010."

[Id., p. 4] The Company performed 2 additional calculations to account for

the impact of all its other pro forma adjustments. First, it reduced its

initial attrition-related operating income deficiency "by the operating

income deficiency solved by the Company's pro forma adjustments to the

Test Year income statement." [ld.] Next, APS added the increased revenue

requirement related to financing the projects that the Company expects to

undertake by 2010, "after reducing the total amount of those capital

expenditures by the amount of related costs already captured in the

Company's rate base pro forms." [Id., pp. 4-5] The result was a remaining

attrition-related revenue requirement deficiency of $83 million in 2010, "a

number that translates to a $79.3 million revenue requirement deficiency

in the Test Year." [Id., p, 5]

16

17

18

19

20

21

22

23

24

Q- Are there problems with APS' proposed attrition adjustment?

Yes. First, APS' attrition adjustment places too much emphasis on its 2010

projected revenues and expenses. These projections may or may not be

accurate, and they may or may not be consistent with historical attrition

trends. The APS approach essentially converts the historical test year into

a projected 2010 test year - something I would strongly urge not be

accepted, either directly or indirectly.

Second, the Company has not adequately disentangled the

A.
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18

19
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21

22

23

24

development of its proposed attrition adjustment from the development of

its other test year adjustments. To have any merit, such an analysis would

need to carefully distinguish between adjustments that are or are not

related to attrition (like the ones that annualize the rates approved in

Decision No. 69663 and the ones that normalize maintenance expenses at a

typical level). By failing to adequately disentangle the various

adjustments, there is no assurance that the test year relationships are

meaningfully perserved nor is there any assurance that the adjustments

that are unrelated to attrition are not partly or entirely negated through

the development of the Company's attrition adjustment.

Third, APS has not conclusively demonstrated that it has avoided any

double counting of attrition compensation provided through other parts of

its revenue requirement calculations, like the use of an end-of-period rate

base. Accordingly I recommend rejecting this adjustment, and substituting

the approach to attrition that I explain in the appendix to my testimony.

Fourth, the APS approach provides too much attrition relief, too

quicldy. Even assuming the calculations were legitimate, and did not have

the affirrnities I've just mentioned, if they were accepted customers would

be forced to pay rates in 2009 to compensate for cost increases that aren't

projected to occur until 2010 and beyond. Perhaps the Company would

contend that while the rates will be excessive during 2009 and much of

2010 things will eventually average out, since costs will eventually increase

to the point where the rates are inadequate during 2011 and beyond.

However, this is far too speculative an approach, and the possibility of
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1

2

having lower than optimal rates in effect during 2011 doesn't legitimize

placing unreasonably high rates into effect in 2009.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Q. Can you discuss APS' fuel and purchased power income

adjustments?

APS income adjustments 6 through 8 relate to fuel and purchased power

expenses. First, APS proposes a base fuel and purchased power pro forma

income adjustment, which increases the base fuel rate from 3.25 cents per

kph to 3.88 cents per kph. [Ewen Direct, pp. 19-20] Base fuel expense is

increased by approudmately $184 million. [Attachment PME-1] However,

approximately $170 million of this increase is offset by a corresponding

reduction in future Power Supply Adjuster recovery so the net impact on

customers will be closer to $14 million. [Id.]

APS explains that it has been serving growth primarily with

increased use of natural gas generation, which has become more expensive

than it was when the current base fuel rate was approved. [Ewen Direct, p.

20] The proposed base fuel rate adjustments "recognize known and

measurable changes to Test Year conditions and are more representative of

conditions that will be present when the Company's new rates are likely to

take effect." [Id., p. 21] $54 million of the proposed $184 million

adjustment "reflects costs that are already reflected in the Test Year and

the remaining $130 million is for costs that are normalized to 2010 levels."

[ld.]

A.
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2

3

4

These pro forma adjustments are derived from APS estimates of

future fuel expense, based on the "March 31, 2008 forward curve for

natural gas and power prices and the corresponding valuation of the

Company's hedges." [Id., p. 22] Mr. Ewen explains:

5
6
7
8
9

10
11
12
13

14
15

The process I have used captures the impacts of the
relevant factors on the Company's average base fuel cost.
The change in the average cost from the Company's Test
Year amounts applied to the adjusted Test Year retail
sales amounts produces the appropriate adjustment for
the Test Year pro forma....This base fuel rate results in a
pro forma to Test Year fuel and purchased power costs of
$129,649,000 (see SFR Schedule C-2, page 2, column 6).
[Id., p, 23]

16

17

18

19

20

21

22

23

24

Next, APS removed revenues related to prior period fuel expense

collected through the PSA from the Test Year, and it removed related prior

period amortization of deferred fuel. This adjustment resulted in a pre-tax

$13309 million increase in operating income. [SFR Schedule C-2] Finally,

APS removed the PSA fuel deferrals and deferred non-cash mark-to-market

accounting entries from Test Year expense. [Ewen Direct, p. 27] According

to Mr. Ewen, "these non-cash accounting adjustments have no bearing on

the Company's anticipated fuel expenses in 2010 and beyond." [Id.] The

pre-tax impact of these adjustments is a $189969 million decrease in

operating revenues. [SFR Schedule C-2]

25

26

27

28

29

Q. What are your conclusions regarding these fuel and purchased

power adjustments?

I have no objection to shifting the recovery of costs from the PSA

mechanism to base rates, and of course it is necessary to adjust the test

A.

48



Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

year data to eliminate non-recurring events related to fuel costs incurred in

earlier years. Thus, I have no objection to the adjustments in principle.

However, I recommend updating the calculations to reflect a more

current view of anticipated fuel costs. Crude oil prices peaked during the

summer of 2008, and have since collapsed. While natural gas prices don't

move in exact lock-step with oil prices, the natural gas market is certainly

influenced by the price of competing fuels, both in the short run and in the

long run. To a lesser degree, coal prices may also be subjected to

downward pressures due to a decline in global demand for energy that was

not anticipated at the time the Company prepared its direct testimony. For

this reason, as well as the overall decline in demand attributable the

current economic recession, I would expect future fuel prices to be

somewhat lower than those projected by the Company and utilized in its

proposed adjustments.

Admittedly great precision is not needed in projecting future fuel

costs, since any over-estimates, or under-estimates will largely be negated

by an offsetting change in future PSA recovery. Nevertheless, I

recommend the Commission review the most recent available natural gas

and coal cost information at the time of the hearing in this case, and

update these adjustments to be consistent with that information. In

developing the revenue requirement recommendations included with this

refiled direct testimony I used the Company's originally filed calculations,

as shown on BJ-8 and BJ-9 in columns (B), (C) and (D).

24
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1 Q-

2

3

Can you now discuss APS income adjustments 9 and 10 - Nonnalize

Non-Nuclear Maintenance Expense and Normalize Nuclear

Maintenance Expense?

4 A.

5

6

7

8

9

10

11

12

13

Both of these adjustments are intended to restate maintenance expenses at

a "normal" level, thereby excluding the impact of minor fluctuations in the

amount of maintenance which is performed during any particular year.

APS develops separate adjustments for nuclear and non-nuclear expenses,

but the underlying rationale is the same in both cases.

APS has adjusted planned maintenance time and unplanned outage

time "to be consistent with an average year". [Ewen Direct, p. 27] APS'

non-nuclear maintenance adjustment results in a $1.947 million increase in

operating income. [SFR Schedule C-2]. The analogous nuclear maintenance

adjustment results in a $3.287 million increase in operating income.

14

15 Q. What do you conclude regarding these maintenance adjustments?

16

17

18

19

20

21

22

23

24

They are not absolutely necessary since the differences the actual cost of

outages and maintenance during the test year was apparently only slightly

more than what would theoretically occur in a perfectly "normal" year.

However, similar maintenance adjustments were accepted by the

Commission in APS' prior rate case. While I am not vouching for the

accuracy of the underlying calculations, I do not object to the adjustments

in principle, since they are consistent with the underlying premise of a

historical test year. The test year is simply a device for analyzing the

normal level of revenues and costs which can be expected in the future.

A.
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1

2

3

Therefore, I have included income adjustments 9 and 10 in developing my

recommended revenue requirements, as shown on B]-8 and BJ-9 in

columns (E) and (F).

4

5

6

Q. Can you now discuss APS income adjustment 11 - Normalize

Weather Conditions?

7

8

12

13

This adjustment is intended to restate the test year results as if perfectly

normal weather conditions had occurred. APS estimates that, primiarly due

to abnormally hot weather conditions during the summer of 2007,

electricity sales were 445,000 kWh greater than would have occurred if

cooler weather had occurred. [Ewen Direct, p, 29] APS' weather

adjustment results in a 5513.318 million decrease in operating income. [SFR

Schedule C-2].

14

15

Q- What do you conclude regarding the weather adjustment?

16

17

18

19

20

21

22

A similar adjustment was unopposed and accepted by the Commission in

APS' last rate case. While I am not vouching for the accuracy of the

underlying calculations, I do not object to this adjustment in principle,

since it is consistent with the underlying purpose of using a historical test

year, which is simply a device for analyzing the normal level of revenues

and costs which can be expected in the future. Therefore, I have included

this adjustment in developing my recommended revenue requirements, as

shown on BJ-8 and B]-9 in column (G).

9

10

11

A.

A.
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1 Q. Can you now discuss APS income adjustment 12 - Annualize

Customer Levels?2

3

4

Yes. APS' customer count was greater at the end of 2007 than in any other

month during the test year. [Ewen Direct, p. 31]

5
6
7
8

9

Because the Company believes these customers are here
to stay the Company annualized the Test Year's customer
levels by assuming that the December level of customers
had been present for the full year. [Id.]

10

11

APS' customer count adjustment results in a $13.658 million increase in

operating income. [SFR Schedule C-2]

12

13 Q. What do you conclude regarding the customer adjustment?

14

15

16

17

18

19

20

21

A similar adjustment was unopposed and accepted by the Commission in

APS' last rate case. As well, this adjustment is essential if the Commission

is going to use an end-of-year rate base, as has been its typical practice. I

therefore recommend that the Commission accept this adjustment.

Although I am not vouching for the accuracy of the underlying calculations,

I have used the adjustment amount proposed by the Company in

developing my recommended revenue requirements, as shown on BJ-8 and

B]-9 in column (H)-

22

23 Q- Can you now discuss APS income adjustment 13 - Nonnalize

Uncollected Fixed Costs?24

25

26

APS proposes an adjustment to recover revenues it expects to lose in the

future, as a result of DSM programs.

A.

A.

A.
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1

2

3

4

5

6

7

8

The Company will experience a loss in revenue due to a
reduction in customer usage as these programs are
implemented and become successful. The expected
usage reduction from the implementation of programs in
2010 will be approximately 220,696 Mwh. [Ewen Direct,
p. 33]

9

10

11

12

13

14

Q. What do you conclude regarding income adjustment 13?

This is another post test year adjustment which largely attrition-related. In

effect, APS is attempting to recover revenues that it believes it would

potentially collect from customers several years after the test year, but for

the presence of its DSM programs. APS proposed a similar adjustment in

its previous rate case. The Commission rejected the proposal, stating:

15

16

17
18

19

20

21

22

23

24

25

26

27

28

We agree with Staff and RUCO that APS' pro-forma
conservation, or net lost revenue, adjustment to increase
revenues should not be adopted. As testified to by Staff, a
mechanism exists for APS to recover a portion of the
actual energy efficiency savings from its successful DSM
programs. We also agree that neither the adjustment nor
its amount is sufficiently known and measurable to
reasonably change the cost of service. Further, under the
terms of the Settlement Agreement as approved by the
Commission, APS is not allowed to recover net lost
revenues in this case on a going forward basis. [Decision
69663, p. 31]

29

30

31

32

33

In the previous rate case, APS proposed to collect lost revenues from DSM

programs up to 1 year beyond the test year. In this case, APS is attesting to

recover estimated lost revenues up to 3 years beyond the test year. The

resins for rejecting the proposal last time are equally applicable, if not

more so, in this proceeding. Furthermore, I recommend that the

Commission reject all of the post-test year adjustments. To the extent it is

A.
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1

2

3

4

persuaded that additional attrition compensation is warranted in this case,

I believe this can be accomplished more appropriately through a separate,

comprehensive approach, as described in my appendix. Accordingly, I

recommend the Commission reject this adjustment.

5

6 Q- Can you now describe APS income adjustment 14 - Annualize Spent

Fuel Storage Costs?7

8

9

APS offers only a very brief explanation of this adjustment. Mr. La Benz

simply states:

10

11

12

13

14

15

This pro forma adjustment for Spent Fuel Storage adjusts
the Test Year to reflect the full year of the new cost level
approved in Decision No. 69663, This results in a
reduction to pre-tax operating income of $1,289,000. [La
Benz Direct, p. 16]

1 6 Q. What do you conclude regarding income adjustment 14?

1 7

1 8

19

20

21

22

This adjustment appears to be analogous to an adjustment that was

unopposed by any party and accepted by the Commission in APS' previous

rate case. Although I am not vouching for the accuracy of the underlying

calculations, I have used the adjustment amount proposed by the Company

in developing my recommended revenue requirements, as shown on B]-8

and B]-9 in column (I)-

Q. What is income adjustment 15 - Annualize Four Corners

Reclamation Costs?25

26 APS explains this adjustment as follows:

23

24

A.

A.

A.
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1

2

3

4

5

6

7
8

This pro forma adjustment for Four Corners Coal
Reclamation adjusts the Test Year to reflect a full year of
the new amortization level as approved by Decision No.
69663. This results in a reduction to pre-tax operating
income of $334,000. [Id.]

Q. What do you conclude regarding income adjustment 15?

9

10

11

12

This adjustment appears to be reflecting the full impact of revised cost

calculations that were approved in the last rate case. Although I am not

vouching for the accuracy of the underlying calculations, I have included

an adjustment for this cost increase on BJ-8 and BJ-9 in column (J).

Q. Can you briefly describe income adjustment 16 - Annualize Bark

Beetle Remediation Costs?

Yes. This adjustment annualized Aps' Bark Beetle remediation costs. APS

13

14

15

16

17

18 states :

19
20

21

22

23

24

25

26

27
28

Because the Test Year only contained amortization from
]ugly 1, 2007 through December 31, 2007 (6 months), a
pro forma is necessary to add 6 months of amortization
resulting in a full 12-month amortization of the bark
beetle remediation costs in the Test Year. This results in a
reduction to pre-tax operating income of $1,918,000 [Id.,
p- 171

Q. What do you conclude regarding income adjustment 16?

2 9

3 0

3 1

This adjustment appears reasonable, although I am not vouching for the

accuracy of the underlying calculations. Hence, it is included on BJ-8 and

B]-9 in column (K).

A.

A.

A.
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1

2 Q. Please describe income adjustment 17 - Annualize Depreciation and

Amortization Per Decision No. 69663.3

4

5

6

7

This adjustment increases depreciation and amortization expense "by

applying the rates approved in Decision No. 69663 to the end of the Test

Year plant balances..." [Id.] This adjustment results in an operating income

reduction of $5.221 million. [SFR Schedule C-2]

8

9

10

11

Q. What do you conclude regarding income adjustment 17?

12

13

A. This adjustment appears reasonable, and I recommend the Commission

accept it. I have included it in my recommended revenue requirements, as

shown on BJ-8 and B]-9 in column (L), although l am not vouching for the

accuracy of the underlying calculations.

14

15 Q-

16

Can you now discuss income adjustment 18 - Remove Test Year

Surcharges?

17

18

19

20

21

This adjustment is intended to exclude certain revenues and expenses that

were not associated with base rates. The adjustment applies to the

Environmental Portfolio Standard ("EPS") surcharge, Competition Rules

Compliance Charge, and Regulatory Assessment charges. Mr. La Benz

explains :

22

23

24

25

These items are not collected as part of base rates so [they] must be

excluded from the Test Year revenue in order to calculate new base rates.

The pro forma also ranoves from expense the associated costs spent. In

addition, the pro forma ensures that the Test Year reflects the $6,000,000

A.

A.
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1

2

3

4

5

6

total amount authorized to be collected and spent as part of base rates
under the EPS. This results in a reduction to pre-tax operating income of
$1,436,000 (See Attachment JCL-8 and SFR Schedule C-2, page 6, column
18).  [La  Benz Direct ,  p .  18]

Q. What do you conclude regarding income adjustment 18?

7 A.

8

9

Based upon the explanation offered by APS, it appears to be reasonable, so

I have included this adjustment in my recommended revenue

requirements, as shown on B]-8 and BJ-9 in column (M).

10

11 Q, Can you now discuss income adjustment 19 - Annualize Sundance

Overhaul Maintenance?12

13

14

15

16

17

18

19

20

In Decision 69663 the Commission authorized APS to normalize non-

routine Sundance overhaul expenses, and required the Company to

recognize $1.609 million as a current period expense, and establish a

concurrent regulatory liability on its balance sheet. [Decision 69663, p. 17]

According to APS, the accounting entries began on July 1, 2007. [La Benz

Direct, p. 18] Adjustment 19 reflects an additional 6 months of Sundance

overhaul expense. The after-tax effect is a $476,000 reduction in operating

income. [SFR Schedule C-2]

21

22 Q. What do you conclude regarding income adjustment 19?

23

24

25

This adjustment appears to be consistent with Order 69663. Hence, I have

included it in my recommended revenue requirements, as shown on B]-8

and B]-9 in column (N)-

A.

A.
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1

2 Q-

3

Can you now discuss income adjustment 20 - West Phoenix Unit 4

Regulatory Disallowance?

4

5

6

7

This adjustment corresponds to rate base adjustment 5, discussed above.

Consistent with my position on that issue, I recommend the Commission

accept this adjustment. Hence, I have included it in my recommended

revenue requirements, as shown on B]-8 and BJ-9 in column (O)-

8

9

10

Q. Can you now discuss income adjustment 21 - Interest Expense on

Customer Deposits?

11

12

13

14

15

16

17

18

This adjustment captures the annualized interest cost associated with

customer deposits. [La Benz Direct, p. 19] The adjustment results in a

$1.371 million decrease in operating income. [SFR Schedule C-2] It is

analogous to a similar adjustment that was unopposed by any party and

accepted by the Commission in the prior rate case. Although I am not

vouching for the accuracy of the underlying calculations, I have included it

in my recommended revenue requirements, as shown on B]-8 and B]-9 in

column (P)-

Q~

21

Can you now discuss income adjustment 22 - Depreciation Expense,

2007 Depreciation Study?

22

23

24

Adjustment 22 reflects changes in depreciation expense resulting from APS

revisions to the depreciation rates approved in the Company's prior rate

case. The new rates are based upon a recent depreciation study prepared

19

20

A.

A.

A.
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1

2

by APS witness Ronald White. The depreciation adjustment results in a

$5.840 million increase in operating income. [SFR Schedule C-2]

3

4 Q. What is your conclusion regarding adjustment 22?

5

6

A.

7

I have not reviewed APS' new depreciation study, nor verified the accuracy

of the underlying calculations, but I have included it in my recommended

revenue requirements, as shown on BJ-8 and B]-9 in column (Q)-

8

9

10

11

Q. Can you now discuss income adjustment 23 - Annualize Payroll?

12

13

14

15

According to APS: "this pro forma adjustment increases Test Year expense

mainly as a result of higher costs associated with a rising average salary

and increased employee levels." [La Benz Direct, p. 20] In calculating this

adjustment, APS used March 2008 employee levels, and a mixture of

March 2008 and March 2009 wage levels. [Id.] The adjustment results in a

reduction to operating income of $11.869 million. [SFR Schedule C-2]

16

17

18

19

20

Q. What is your conclusion regarding adjustment 23?

21

22

23

24

This is another post test year adjustment designed to ameliorate the

impact of attrition. I recommend the Commission reject this adjustment

since it goes beyond the end of the test year. To the extent the Commission

concludes that additional rate relief is warranted, it should not deal with

the attrition issue through a less disk hinted, more comprehensive approach.

I have incorporated a similar adjustment into my revenue analysis, but

have used December 31, 2007 employee and wage levels, rather than the

A.

A.
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1 post test year levels assumed by APS. This modified adjustment is

consistent with my recommended December 31, 2007 cut-off date.2

3

4 Q. Can you now discuss income adjustment 24 - Normalize Employee

Benefits?5

6 A.

7

8

9

10

11

12

This adjustment modifies the expenses associated with pension and Other

Post-Retirement Employee Benefit ("OPEB") plans. The adjustment was

calculated as the difference between actual test year expense, and the

level of expense estimated for 2008. [La Benz Direct, p. 20] Essentially,

APS has replaced actual 2007 expenses with anticipated 2008 expenses.

The result of the adjustment is a $1.515 million increase in operating

income. [SFR Schedule C-2]

13

14

15

Q- What is your conclusion regarding this adjustment?

16

17

The adjustment is another ad hoc attempt to deal with the alleged attrition

problem. Since it is inconsistent with my recommended December 31,

2007 cut-off date, I recommend the Commission reject it.

18

19 Q. Please describe adjustment 25 - Normalize Income Tax Expense

Including Synchronization of Interest.20

21

22

This adjustment is described as an attempt to reflect "the Company's best

estimate of on-going income tax expense." [Id., p. 22]

23
24
25

The Company used a "top down" approach in computing
cost-of-service income tax expense. This calculation,
which was also adopted in Decision No. 69663, used the

A.

A.
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1

2

3
4

5

6

statutory rate and estimated 2007 levels of various tax
credits and other permanent tax items It also
considers the deduction of interest expense synchronized
to the end of the Test Year's Rate Base. [Id.]

7

The result of this adjustment is a $3.878 million decrease in operating

income. [SFR Schedule C-2]

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Q. What is your conclusion regarding this adjustment?

It is reasonable to adjust the actual test year income tax expense to

synchronize it with the rate base and cost of capital that is used in

developing the Commission's allowed rate of return. Thus, for example, to

the extent a portion of the Company's investment in West Phoenix 4 is

being disallowed, it would be appropriate to adjust the actual income tax

expense to eliminate the effects of tax-deductible interest expense

supporting the disallowed investment.

Consistent with this philosophy, I have developed schedule B]-11,

using RUCO's recommended rate base and cost of capital levels. As shown

on schedule B]-9 in column (R), the net effect is to decrease ACC .

jurisdictional operating income by $11,856,000, which increases the

revenue requirements by a larger amount than the Company's proposed

adjustment.

23

24

25

26

Q. Please describe adjustment 26 - Annualize Property Tax Expense.

A. This adjustment is intended to replace the property tax expense that was

actually incurred during the test year with a higher level of taxes that APS

A.
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1

2

3

4

5

believes will be incurred in the future. Mr. La Benz explains that the

proposed adjustment reflects "December 31, 2007 property values per the

Arizona Department of Revenue and the 2007 tax year APS composite tax

rate..." [La Benz Direst, p, 23] However, he goes on to explain that APS

also incorporated other changes associated with post-test year events :

6

7

8

9

10

11

1 2

13

14

15
16

In addition, this proforma takes into account the increase
in property tax rates in 2009 after the temporary
suspension (suspended from 2006 through 2008) of the
State Equalization Assistance Property Tax Rate ends. In
April 2008, the Governor vetoed a bill that would have
made that suspension permanent. Also, the electric
generation land values reflect the changes made by HB
2657 Chapter 203, which passed during the 2007
legislative session. [Id.]

1 7

The result of this adjustment is a $7.906 million decrease in operating

income. [SFR Schedule C-2]

1 8
1 9 Q. What is your conclusion regarding APS' property tax adjustment?

20

21

22

23

24

25

26

27

28

29

A. As with many of its other attrition-related adjustments, the proposed

adjustment is not based on a single, consistent time line or approach to

dealing with the alleged attrition problem. In some respects it appears to

simply increase taxes to reflect the end of year investment, but in other

respects it appears to be an attempt to deal with changes that APS

anticipates will occur after 2008. Consistent with my other attrition-

related recommendations, I recommend this adjustment be rejected, and

either the actual test year property taxes be used, or a narrower

adjustment be developed to only reflect increases in property taxes

resulting from increases in the Company's investment up through the end
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1

2

3

4

5

6

7

8

9

10

11

of the test year.

I have used a relatively simple approach to develop an end-of-year

adjustment. I first determined the percentage increase in the Company's

average net utility plant from the average during 2007 to the level that was

present at December 31, 2007. As shown on Schedule B]-10, this equates

to a 3.58% increase. I then applied this percentage figure to the actual

2007 property taxes to develop my pro forma adjustment. As shown on

Column (S) of Schedule B]-8 and B]-9, after considering the effect of

income taxes, this adjustment results in a reduction in Total Company

operating income of $2,589,000 and a corresponding reduction in ACC

Jurisdictional operating income of $2,241,000.

12

13

14

15

16

17

18

19

20

21

22

Q. Can you now discuss income adjustment 27 - Amortize Navajo Coal

Reclamation Costs?

Yes. APS is part owner of the Navajo Generating Station, and is apparently

under contract with Peabody Coal Company to receive coal until April 30,

2011. [La Benz Direct, p. 23] APS has an option to extend this contract

through April 30, 2026. The adjustment reflects a negotiated settlement

with other parties, which will result in cost increases over the life of the

contract. APS has assumed, in its calculations, that the option to extend

the contract will be exercised. [Id., pp. 23-24] The result of the adjustment

is a $136,000 decrease in operating income. [SFR Schedule C-2]

23

24

A.
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1 Q. What is your conclusion regarding this adjustment?

2

3

4

5

6

7

I have not studied this adjustment in complete detail, however, it appears to

be analogous to the Four Corners Coal Reclamation adjustment, which was

accepted in the last APS rate case. As well, the settlement which gave rise

to these cost calculations was apparently adopted during the test year.

Accordingly I have included it in my recommended revenue requirement

calculations, as shown on schedule BJ-8 and B]-9 at column (T)-

8

9

10

Q. Can you now discuss income adjustment 28 - Annualize Workforce

Reduction Savings?

11

12

13

14

15

APS apparently plans to reduce employee levels by approximately 100

during 2008. [La Benz Direct, p. 24] This adjustment reflects the changes

in expenses associated with that anticipated reduction. The result of the

adjustment is a $6.065 million increase in operating income. [SFR

Schedule C-2]

16

17 Q- What is your conclusion regarding this adjustment?

18

19

20

21

22

A reductions in the number of employees is one of the types of cost

reducions which helps ameliorate the alleged attrition problem. Since the

anticipated cost savings won't be achieved until after my recommended

December 31, 2007 cut off date, I recommend the Commission reject this

adjustment.

A.

A.

A.
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Q. Please describe adjustment 29 - Normalize Customer Bad Debt1

2

3

Expense.

Mr. La Benz Explains:

4

5

6

7

8

9

10

11

1 2

This pro forma adjusts customer bad debt expense to a
level reflective of final, proforma weather-normalized,
customer annualized Test Year operating revenues, and
the average percentage of actual account write-offs
experienced in the latest twelve month period available
(twelve months ended April 30, 2008). [La Benz Direct, p,
25]

13

The result of the adjustment is a $593,000 decrease in operating income.

[SFR Schedule C-2]

Q- What is your conclusion regarding the had debt adjustment?

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

A. This adjustment is not absolutely necessary since the net impact of all

these various adjustments on the Company's bad debt expense is relatively

minor. However, I don't object to making this type of adjustment, provided

it is limited to the test year, and does not incorporate changes in the bad

debt rate occurring after the test year. RUCO asked the Company to

recompute the adjustment excluding the post test year elements. APS

explained that no restatement was necessary since this adjustment "is not

for actual or projected operations beyond the end of the test year. The

adjustment is to recognize bad debt expense anticipated on test year

revenues." [APS Response to RUCO DR 10.6] While there is some

ambiguity in this response, it appears that the intent is more a matter of

synchronizing or matching the bad debt expense to the test year revenues,

rather than an attempt to reflect higher levels of bad debt expense after

A.
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1

2

3

the end of the test year. Accordingly, I have included the adjustment in my

developing my recommended revenue requirement calculations, as shown

on schedule BJ-8 and BJ-9 at column (V)-

4

5

6

Q. Please describe adjustment 30 - Miscellaneous Out-of-Pedod

Adjustments.

7

8

9

10

11

12

13

14

15

16

17

18

This adjustment is intended to exclude items recorded in the test year

which relate to events which occurred prior to the test year, and to include

items recorded outside the test year which relate to events during the test

year. Mr. La Benz explains that the adjustment "combines several smaller

entries that fit this description." [La Benz Direct, p. 25] The result of the

adjustment is a $2.367 million increase in operating income. [SFR

Schedule C-2]

This adjustment appears to be reasonable, and analogous to a similar

adjustment that was unopposed by any party and accepted by the

Commission in the prior rate case. I therefore have included it in my

recommended revenue requirement calculations, as shown on schedule Bj-

8 and B]-9 at column (V).

19

20 Q.

21

Can you now discuss income adjustment 31 - 50% of Lobbying

Expenses?

22 APS Witness Rumelo explains this adjustment as follows:

23
24
25

APS's lobbying activities benefit APS customers, and this
pro forma calculates that portion (50%) of the Company's
lobbying expenses that the Commission deemed

A.

A.
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1

2

3
4

acceptable for recovery in Decision No. 69663. [Rumelo
Direct, p. 8]

5

The result of the adjustment is a $829,000 decrease in operating income.

[SFR Schedule C-2]

6

7 Q. What is your conclusion regarding the lobbying cost adjustment?

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. Pursuant to the FERC's Uniform System of Accounts (USOC), there is a

presumption of non-recovery of lobbying costs, and utilities are therefore

required to record these expenses "belowthe line". [See, Decision 69663,

p. 34] In the prior rate case, in violation of USOC requirements, APS

recorded a portion of its lobbying expenses above the line, effectively

seeldng recovery of that portion of these costs from ratepayers, In

response, RUCO witness Marylee Diaz Cortez analyzed the above-the-line

portion of APS' lobbying costs, and recommended disallowing 100% of

certain portions of the above-the-line lobbying costs, and disallowing 50%

of other portions of the above-the-line costs. [See, Diaz Cortez Direct,

Docket No. E-01345A-05-0816, August 18, 2006, pp. 25-27] The

Commission concluded Mrs. Diaz Cortez' adjustment was reasonable.

[Decision 69663, p. 35]

Notwithstanding APS claims to the contrary; the Commission did not

conclude that APS should be entitled to recover from ratepayers 50% of all

of its lobbying costs. In fact, it did not guarantee recovery of any lobbying

costs. Rather, it concluded that, in the future, if APS seeks recovery of

lobbying costs, it "must provide the itemized lobbying costs associated with
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1

2

3

4

5

each benefit it alleges resulted from the specific lobbying activity." [Id.]

In this proceeding, APS has not complied with this requirement, nor

has it demonstrated that any of the lobbying costs it seeks to recover

directly benefit ratepayers. Accordingly I recommend the Commission

reject this adjustment.

6

7 Q, Can you now discuss income adjustment 32 - SurePay/AutoPay

Discount?8

9

10

11

12

13

14

15

16

17

18

19

20

In APS' prior rate case, APS demonstrated that it experienced cost savings

of $0.48 per month for each SurePay or AutoPay customer, for an annual

savings of approximately $820,000 per year. [See, Decision 69663, p. 100]

The Commission therefore concluded that APS should be allowed to

increase its test year expenses by $820,000 and to provide a monthly

discount of $0.48 to SurePay and AutoPay customers. [Id., p. 101]

Adjustment 32 annualized the decreased revenue associated with this

discount, resulting in a $466,000 decrease in operating income. [SFR

Schedule C-2] This adjustment appears consistent with the Commission's

prior order and I have included it in my recommended revenue

requirement calculations, as shown on schedule BJ-8 and B]-9 at column

(W)-

21

22 Q. Finally, can you now discuss income adjustment 33 - Annualize

Rates?23

24 This adjustment is intended to adjust the test year revenues to reflect the

A.

A.
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1

2

3

4

5

6

7

8

9

impact of the the new rates that went into effect mid-year 2007. The effect

is to increase operating income by 5884.920 million. Absent this

adjustment, the test year results would reflect a mixture of the previously

approved rates and those that were adopted in Decision No. 69663,

making it difficult to compute the amount of any rate increase that might

be warranted in this case. Although I am not vouching for the accuracy of

the underlying calculations, an adjustment of this type is necessary and I

have included it in my recommended revenue requirements, as shown on

B]-8 and B]-9 in column (X)-

Q. Are you proposing any income adjustments that were not included

on SFR Schedule C-2?

10

11

12

13

14

15

16

17

A. Yes, I am proposing one such adjustment. APS offers a Supplemental

Executive Retirement Plan (SERP) to high-ranldng executives. This form of

compensation is in addition to the regular retirement plan generally

available to APS employees. On Febuary 23, 2006, in a decision involving

SWG, the Commission held:

18

19

20

21

22
23

24

25

26

27

28

29

[T]he provision of additional compensation to SWG's
highest paid employees to remedy a perceived deficiency
in retirement benefits relative to the company's other
employees is not a reasonable expense that should be
recovered in rates. Without the SERR the Company's
officers still enjoy the same retirement benefits available
to any other SWG employee and the attempt to make
these executives "whole" in the sense of allowing a
greater percentage of retirement benefits does not meet
the test of reasonableness. If the Company wishes to
provide additional retirement benefits above the level
permitted by IRS regulations applicable to all other

69



Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

1

2

3

4

5
6

employees it may do so at the expense of its
shareholders. However, it is not reasonable to place this
additional burden on ratepayers. [Decision No. 68487, p.
18]

In APS' previous rate case, the Commission held:

7

8

9
10

11

12

13

14
15

APS has not demonstrated any reason to treat the SERP
expense for its SER? eligible employees any differently
than our determination of SERP expenses associated with
SWG employees. Accordingly we find that the SERP
expense should not be recovered from APS ratepayers,
and accordingly will reduce operating expense in the
amount of $3,93 1,467. [Decision 69663, p. 27]

APS is again seeldng to recover these costs from ratepayers.

16

17
18

19

20
21

With due respect to the Commission, APS believes that
the Commission erred in disallowing SERP in its last rate
case and asks the Commission to reconsider the issue
now. [Brant Direct, p. 82]

22

23

24

25

However, the Company has not offered any new evidence to overcome

these past rulings. Accordingly I assume the Commission will once again

want to make this adjustment, and thus I have included one in my

recommended revenue requirements, as shown on BJ-8 and B]~9 in column

(Y) I

Q- Do you have any final comments concerning the adjustments you

have discussed above?28

29

30

31

32

Yes. I would like to reserve the right to modify these calculations as well as

my specific recommendations, to the extent new information becomes

available after I file this testimony. In particular, I will review the Staff's

direct testimony as well as the Company's rebuttal testimony and I may

26

27

A.
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1

2

modify some of the positions set forth above on the basis of information

gleaned from those filings.

3

4 V Conclusions and Recommendations

5

6 Q. Can you now summarize the result of your recommendations?

7

8

11

12

13

14

15

16

Yes. My recommendations are summarized on Schedule B]-1. My rate base

recommendations result in an ACC jursidictional original cost rate base of

approximately $4.936 billion, an RCND rate base of $9.642 billion, and a

fair value rate base of $7.289 billion, assuming the Commission follows its

traditional 50/50 weighting. This compares to the Company's rate base

proposals of $5.360 billion, $10.067 billion and $7.713 billion for original

cost, RCND and fair value, respectively. After taldng into account pro

forma adjustments that aren't related to attrition, the test year operating

income is $285.1 million, compared to the Company's proposed operating

income of $203.1 million.

Q. How does your revenue requirement compare to the Company's?

20

21

22

23

24

A. Applying RUCO witness Rigsby's recommended overall cost of capital of

7.70% and recommended fair return on fair value of 5.21% to my

recommended rate base indicates required operating income is $380.0

million. My analysis (excluding post-test year attrition compensation)

results in an income deficiency of $94.9 million, using RUCO's

recommended cost of capital.

9

10

17

18

19

A.
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1

2 Q.

3

What increase in revenues is implied by this income deficiency

calculation?

4

5

6

7

Applying the Company's gross revenue conversion factor to this test year

income deficiency results in a base rate revenue increase (excluding

attrition) of $156.6 million or an increase of 5.70% over current base rates.

This is less than half the Company's requested revenue increase of $448.2

million.8

Q.

11

12

APS explains that a portion of its revenue increase would have been

collected from the PSA anyway, and that the net increase is only

$278.2 million. Applying similar logic to RUCO'S recommendations,

what is the net revenue increase?13

14

15

16

17

18

19

2 0

21

2 2

After subtracting the same $169.977 million PSA offset, it appears that no

increase in rates is warranted based on the actual test year results. In

fact, RUCO's recommended revenue requirement calculations suggest that,

excluding any consideration of post-test year attrition, the 2007 test year

results do not indicate any need for a rate increase, at least assuming

RUCO's recommended rate of return is accepted. If the analogous

calculations were performed using the 10.75% cost of common equity

adopted by the Commission in the last case, the net effect would be a rate

increase of approximately $36.2 million, excluding attrition compensation.

9

10

A.

A.
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1 Q. Is RUCO recommending a rate reduction in this case?

2

3

4

No. Given APS's weak credit metrics, RUCO is not recommending a rate

reduction, notwithstanding the fact that the actual test year results might

suggest one would normally be appropriate.

5

6 Q. Does this conclude your testimony, profiled on December 19, 2008?

7 A. Yes, it does.

A.
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Appendix A

Qualifications

Present Uccupation

Q- What is your present occupation?

I am a consulting economist and President of Ben Johnson Associates, Inc.®, a Elm of

economic and analytic consultants specializing in the area of public utility regulation.

Educational Background

Q- What is your educational background?

A. I graduated with honors horn the University of South Florida with a Bachelor of Arts

degree in Economics 'm March 1974. I earned a Master of Science degree in

Economics at Florida State University 'in September 1977. The title of my Master's

Thesis is a "A Critique of Economic Theory as Applied to the Regulated Firm." Finally,

I graduated &own Florida State University in April 1982 with the Ph.D. degree in

Economics. The title of my doctoral dissertation is "Executive Compensation, Size,

Profit, and Cost in the Electric Utility Industry."

Clients

Q- What types of clients employ your firm?

1

2

3

4

5

6

7

8

9

1 0

11

1 2

13

1 4

15

1 6

17

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

A Much of our work is performed on behalf of public agencies at every level of

government involved in utility regulation. These agencies include state regulatory

A.

1
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1

2

3

commissions, public counsels, attorneys general, and local governments, among others.

We are also employed by various private organizations and firms, both regulated and

unregulated. The diversity of our clientele is illustrated below.

4

5 Regulatory Commissions

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

Alabama Public Service Commission-Public Staff for Utility Consumer Protection

Alaska Public Utilities Commission

Arizona Corporation Commission

Arkansas PublicServiceCommission

Connecticut Department of Public Utility Control

District of Columbia Public Service Commission

Idaho Public Utilities Commission

Idaho Stare Tax Commission

Iowa Department of Revenue and Finance

Kansas State Corporation Commission

Maine Public Utilities Commission

Minnesota Department of Public Service

Missouri Public Service Commission

National Association of State Utility Consumer Advocates

Nevada Public Service Commission

New Hampshire Public Utilities Commission

North Carolina Utilities Commission--Public Staff

Oklahoma Corporation Commission

Ontario Ministry of Culture arid Communications

Staff of the Delaware Public Service Commission

Staff of the Georgia Public Service Commission

Texas Public Utilities Commission

Virginia State Corporation Commission

Washington Utilities and Transportation Commission

2
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1

2

3

4

West Virginia Public Service Commission---Division of Consumer Advocate

Wisconsin Public Service Commission

Wyoming Public Service Commission

Public Counsels

Arizona Residential Utility Consumers Office

Colorado Office of Consumer Counsel

Colorado Office of Consumer Services

Connecticut Consumer Counsel

District of Columbia Office ofPeople's Counsel

Florida Public Counsel

Georgia Consumers' Utility Counsel

Hawaii Division of Consumer Advocacy

Illinois Small Business Utility Advocate Office

Indiana Office of the Utility Consumer Counselor

Iowa Consumer Advocate

Maryland Office of People's Counsel

Minnesota Office of Consumer Services

Missouri Public Counsel

New Hampshire Consumer Counsel

Ohio Consumer Counsel

Pennsylvania Office of Consumer Advocate

Utah Department of Business Reguhtio ormninee of Consumer Services

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

Attorneys General

Arkansas Attorney General

Florida Attorney General--Antitrust Division

Idaho Attorney General

Kentucky Attorney General

Michigan Attorney General

3
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1

2

3

4

5

6

7

Minnesota Attorney General

Nevada Attorney General's Office of Advocate for Customers of Public Utilities

South Carolina Attorney General

Utah Attorney General

Virginia Attorney General

Washington Attorney General

8 Local Governments

City of Austin, TX

City of Corpus Christi, TX

City of Dallas, TX

City of El Paso, TX

City of Galveston, TX

City ofNorfolk, VA

City of Phoenix, AZ

City of Richmond, VA

City of San Antonio, TX

City of Tucson, AZ

County of Augusta, VA

County of Henrico, VA

County of York, VA

Town of Ashland, VA

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Town of Blacksburg, VA

Town of Pecos City, TX

4
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1 Other Government Agencies

2

3

4

5

6

7

8

9

10

Canada-Department of Communications

Hillsborough County Property Appraiser

Provincial Governments of Canada

Sarasota County Property Appraiser

State of Florida-Department of General Services

United States Department of Justice-Antitrust Division

Utah State Tax Commission

11 Regulated Firms

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

2 8

2 9

3 0

Alabama Power Company

Americall LDC, Inc.

BC Rail

CommuniGroup

Florida Association of Concerned Telephone Companies, Inc.

LDDS Communications, Inc.

Louisiana/Mississippi Resellers Association

Madison County Telephone Company

Montana Power Company

Mountain View Telephone Company

Nevada Power Company

Network I, Inc .

North Carolina Long Distance Association

Northern Lights Public Utility

Otter Tail Power Company

Pan-Alberta Gas, Ltd.

Resort Village Utility, Inc.

South Carolina Long Distance Association

5
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1

2

3

4

5

6

Stanton Telephone

Telecormect Company

Tennessee Resellers' Association

Westel Telecommunications

Yelcot Telephone Company, Inc.

7 Other Private Organizations

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

Arizona Center for Law in the Public Interest

Black United Fund of New Jersey

Casco Bank and Trust

Coalition of Boise Water Customers

Colorado Energy Advocacy Office

East Maine Medical Center

Georgia Legal Services Program

Harris Corporation

HelsaMining Company

Idaho Small Timber Companies

Independent Energy Producers of Idaho

Interstate Securities Corporation

J.R. Sir plot Company

Merrill Trust Company

MICRON Semiconductor, Inc.

Native American Rights Fund

Per Bay Memorial Hospital

Rosebud Enterprises, Inc.

Skokomish Indian Tribe

State Farm Insurance Company

Twin Falls Canal Company

World Center for Birds of Prey

6
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Prior Experienee

Q- Before becoming a consultant, what was your employment experience?

A. From August 1975 to September 1977, I held die position of Senior Utility Analyst

with Office of Public Counsel in Florida. From September 1974 until August 1975, I

held the position of Economic Analyst with the same office. Prior to that time, I was

employed by the law firm of Holland and Knight as a corporate legal assistant.

Q. In how many formal utility regulatory proceedings have you been involved?

As a result of my experience with the Florida Public Counsel and my work as a

consulting economist, I have been actively illvolved in approximately 400 different

formal regulatory proceedings concerning electric, telephone, natural gas, railroad, and

water and sewer utilities.

Q- Have you done any independent research and analysis in the yield of regulatory

economics?

1

2

3

4

5

6

7

8

9

1 0

11

1 2

13

1 4

15

1 6

1 7

18

1 9

2 0

2 1

2 2

2 3

2 4

Yes, I have undertaken extensive research and analysis of various aspects of utility

regulation. Many of the resulting reports were prepared for the internal use of the

Florida Public Counsel. Others were prepared for use by the staff of the Florida

Legislature and for submission to the Arizona Corporation Commission, the Florida

Public Service Commission, the Canadian Department of Communications, and the

Provincial Governments of Canada, among others. In addition, as I already mentioned,

my Master's thesis concerned the theory of the regulated Erin.

A.

A.
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Q- Have you testified previously as an expert witness in the area of public utility

regulation?

Yes. I have provided expert testimony on more than 250 occasions in proceedings

before state courts, federal courts, and regulatory commissions throughout the United

States and in Canada.I have presented or have pending expert testimony before 35

state commissions, the Interstate Commerce Commission, the Federal Communications

Commission, the District of Columbia Public Service Commission, the Alberta, Canada

Public Utilities Bond and the Ontario Ministry of Culture and Communication.

Q- What types of companies have you analyzed?

A. My work has involved more than 425 different telephone companies, covering the

entire spectrum Nom AT&T Communications to Stanton Telephone, and more than 55

different electric utilities ranging in size from Texas Utilities Company to Savannah

Electric and Power Company. I have so analyzed more than 30 other regulated firms,

including water, sewer, natural gas, and railroad companies.

Teaching and Publications

1

2

3

4

5

6

7

8

9

1 0

11

1 2

13

1 4

15

16

17

1 8

1 9

2 0

21

2 2

23

2 4

25

Q- Have you ever lectured on the subject of regulatory economics?

Yes, I have lectured to undergraduate classes in economics at Florida State University

on various subjects related to public utility regulation and economic theory. I have also

addressed conferences and seminars sponsored by such institutions as the National

Association of Regulatory Utility Commissioners (NARUC), the Marquette University

College of Business Administiatiorl, the Utah Division of Public Utilities and the

University of Utah, the Competitive Telecommunications Association (COMPTEL), the

A.

A.
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International Association of Assessing Officers (IAGO), the Michigan State University

Institute of Public Utilities, the National Association of State Utility Consumer

Advocates (NASUCA), the Rural Electiiiication Administration (REA), North Carolina

State University, and the National Society of Rate of Return Analysts.

Q- Have you published any articles concerning public utility regulation?

Yes, I have authored or co-authored the following articles and comments:

"Attrition: A Problem for Public Utilities--Comment." Public Utilities Fortnightly,

March 2, 1978, pp. 32-33.

"The Attrition Problem: Underlying Causes and Regulatory Solutions." Public Utilities

Fortnightly, March 2, 1978, pp. 17-20.

"The Dilemma in Minding Competition with Regulation" Public Utilities Fortnightly,

February 15, 1979, pp. 15-19.

"Cost Allocations: Limits, Problems, and Altemadves." Public Utilities Fortnightly,

December 4, 1980, pp. 33-36.

"AT&T is Wrong." The New York Times, February 13, 1982, p. 19.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

"Deregulation and Divestiture in a Changing Telecommunications Industry," with

Sharon D. Thomas. Public Utilities Fortnightly, October 14, 1982, pp. 17-22.

A.
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"Is the Debt-Equity Spread Always Positive'?" Public Utilities Fortnightly,

November 25, 1982, pp. 7-8.

"Worldng Capital: An Evaluation of Alterative Approaches." Electric Rate-Making,

December 1982/January 1983, pp. 36-39.

"The Staggers Rail Act of 1980: Deregulation Gone Awry," with Sharon D. Thomas.

West Virginia Law Review, Coal Issue 1983, pp. 725-738.

"Bypassing the FCC: An Alternative Approach to Access Charges." Public Utilities

Fortnightly, March 7, 1985, pp. 18-23.

"On the Results of the Telephone Network's Demise--Comment," with Sharon D.

Thomas. Public Utilities Fortnightly, May 1, 1986, pp. 6-7.

"Universal Local Access Service Tariifsz An Alternative Approach to Access

Charges." In Public Utility Regulation in an Environment of Change, edited by

Patrick C. Mann and Harry M. Treeing, pp. 63-75. Proceedings of the Institute of

Public Utilities Seventeenth Annual Conference. East Lansing, Michigan: Michigan

State University Public Utilities Institute, 1987.

1

2

3

4

5

6

7

8

9

1 0

11

1 2

13

1 4

15

1 6

17

1 8

1 9

2 0

21

2 2

23

2 4

With E. Ray Canterbury. Review of The Economics of Telecommunications: Theory

and Policy by John T. Wanders. Southern Economic Journal 54.2 (October 1987).

10
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"The Marginal Costs of Subscriber Loops," A Paper Published in the Proceedings of

the Symposia on Marginal Cost Techniques for Telephone Services. The National

Regulatory Research Institute, July 15-19, 1990 and August 12-16, 1990.

With E. Ray Canterbury and Don Reading. "Cost Savings from Nuclear Regulatory

Reform: AnEconometric Model." Southern Economic Journal, January 1996.

Professional Memberships

Q- Do you belong to any professional societies?

1

2

3

4

5

6

7

8

9

10

11

12

A. Yes. I am a member of the American Economic Association.

11
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Appendix B

Attrition

1

2

3

4

5

6

Q. What is attrition?

7

In the regulatory context, the term "attrition" generally refers to the

phenomenon of a utility's profitability eroding over time.

8

9 Q. How is attrition measured?

10 A.

11

12

13

14

15

16

1 7

1 8

19

20

21

22

Attrition is measured by comparing data over a series of years, to observe

whether profitability remains reasonably stable, or is steadily deteriorating

over time. For example, if the achieved NOI relative to net plant steadily

falls from 8 percent in year 1, to 7 percent in year 2 to 6 percent in year 3,

one might conclude that attrition of 1 percent per year has been occurring.

To develop a meaningful and reliable measure of attrition it is imperative to

develop the data over a reasonably long time period. The mere fact that

profitability declined from one year to the next is not sufficient to conclude

that an actual attrition problem exists, for this could be a mere fluctuation

in the operating results from one year to the next.

Attrition can be calculated several different ways. For example, one

can focus on absolute declines in net operating income (NOI), declines in

NOI relative to net plant, or the rate of decline relative to revenues.

23

24 Q- What causes attrition?

25

26

A.

A. All factors which help determine profitability, or the overall rate of return

can potentially contribute to, or mitigate, attrition. In general, changes in
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1

2

the utility's revenues, expenses and investment can influence whether

attrition occurs, and the amount of any attrition which is experienced. If

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

growth in investment and growth in expenses outpaces growth in

revenues, attrition will occur. Conversely if revenues grow faster than

costs, the opposite of attrition, which is called "accretion" will occur.

Although the underlying causes of attrition are numerous and varied,

in most cases attrition is attributed to one or more of these root causes:

inflation; growth in capital investment per KWH or per customer;and,

regulatory lag, which delays recovery of cost increases. A serious,

continuing pattern of attrition is typically associated with a fairly standard

set of factual circumstances. In essence, inflationary pressures outstrip the

benefits of increasing economies of scale, technological progress and

increasing operating efficiency. Assuming the utility is allowed to pass fuel

and purchased power cost increases through to consumers, the most likely

circumstance in which a utility might experience continued erosion of its

profitability (attrition) is when the utility is investing substantial amounts in

additional plant and equipment with higher unit costs than its easting

facilities - assuming the adverse impact of inflation on these new

investments outweighs the beneficial impact of increased economies of

scale that often accompanies such growth.

21

22 Q- Have you looked at the APS's situation specifically?

23 Yes. APS has been experiencing substantial growth in its capital

investment. This can be seen whether one focuses on assets, or the24

25

A.

invested capital that supports those assets . Construction expenditures
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1

2

3

4

totaled $808 million, $660 million and $897 million in 2005, 2006 and 2007

respectively. [Schedule A-4] At the time it filed its Amended Application,

APS projected construction expenditures totaling approximately $1 billion

per year for 2008 through 2010.1 [Id.] APS explains:

The primary reason for the Company's increase in unit
costs is the capital investment required to meet the
Company's growth in customers and electricity demand
while maintaining and improving its existing system.
[Ewen Direct, p. 7]

5

6
7

8

9

1 0
11

1 2

13
14

15

APS is required to spend upwards of one billion dollars
per year over the next several years both to meet its
continuing growth in customer and electricity demand
and to maintain its eudsting system... [Id., p. 8]

Q- What claims does APS make regarding attrition?

APS focuses on return on equity in its discussion of attrition. For example,

16

17

18

19

20

Mr. Brant states: "If Net Income does not increase as rapidly as equity

investment, ROE Attrition will occur." [Brant Direct, p. 4] He went on to

explain:

21
22

23

24

25
26

27

28

29

30
31

"Attrition" refers to the erosion of the Company's
earnings or ROE over time. Attrition invariably relates to
a growth in Operating Expenses and/or Capital Costs that
is more rapid than the Company's growth in its Gross
Margin or Revenues Net of Fuel. Therefore, if Gross
Margin does not increase as rapidly as Operating
Expenses, earnings Attrition will occur. If Net Income
does not increase as rapidly as equity investment, ROE
Attrition will occur. [Id.]

32

33

Mr. Brant claims that attrition is to blame for a total Company cumulative

earnings shortfall of $321 million between 2003 and 2007 and could result

in an additional $384 to 454 million reduction in earnings through 2010.

1 APS has since revised its projected capital expenditures to $894 million, $708 million and $917 million for 2008-2010.
[see, APS Late Filed Exhibit 22]

A.
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1
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4

[Id., pp. 26-27] However, these computations do not simply look at erosion

of profitability over time. They also reflect the impact of other factors, like

regulatory treatment of imprudent costs, which are not related to attrition

as it is appropriately defined.

5

6 Q.

7

Are there problems associated with attempting to determine

whether APS is experiencing attrition, and if so, evaluating the

magnitude of the problem?8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. Yes. First, there is no universally accepted methodology for measuring

attrition. Second, the task is complicated by the effects of extraneous

variables. For example, fluctuations in weather conditions, fluctuations in

fuel prices, variations in generating plant availability and downtime for

refueling and maintenance, and other factors can all influence the level of

earnings, or rate of return, experienced by a utility during any particular

year. As a result, any attempt to measure the erosion of earnings or return

over time will be fraught with difficulties due to the impact of fluctuations

in those variables, particularly if the analysis is limited to just a few years.

If a relatively cool year is followed by a relatively hot year, revenues

and income may grow rapidly from one year to the next, masldng the effect

of any long term attrition which may actually be occurring during that time

period. Similarly if the opposite pattern occurs, and a relatively hot year is

followed by a relatively cool year, revenues may flatten or decline, and

income may fall rapidly from one year to the next, creating the impression

of a severe attrition problem, whereas in reality little or no attrition might

actually be occurring - as would be readily apparent if normal weather had
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1

2

3

4

5

6

occurred in both years .

It is important to recognize that management decisions can also be

significant. Since both investment and expenses can be influenced by

management decisions, and in general unit costs are sensitive to increases

or decreases in efficiency and productivity a utility's attrition rate should

not be viewed as entirely outside the firm's control.

7

8 Q. Did APS raise the attrition issue in its previous rate case?

Yes, in its last rate case APS made essentially the same arguments that it

has put forth in this proceeding. As summarized by the Commission;

11
12
13
14

15
16

APS says the reason for the earning shortfall is the need
to fund a huge capital expenditure program in recent
years, coupled with the regulatory lag in recovering those
expenses as part of rate base. [Decision No. 69663, p. 54]

17

APS requested an attrition allowance of between 1 .7 percent and 4.1

percent, to be added to the allowed return on equity. [Id.]

18

19

20

Q. How did the Commission respond to APS' requested attrition

allowance?

21 The Commission did not adopt APS' proposed attrition adjustment. The

22 Commission was reluctant to grant extraordinary relief, since the Company

did not offer sufficient evidence:23

24
25
26
27
28

29

APS argues that using an historical test year approach
will not provide adequate revenues and to support that
argument, APS uses projected financial information and
assumptions about events that may or may not occur in
the future.[Id., p. 62]

9

10

30

A.

A.

The Commission also noted that APS' projected financial information failed



Appendix B, Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

1

2

3

4

to account for the positive effects of other measures adopted by the

Commission, and was therefore unreliable. Specifically the Company's

analysis did not consider the beneficial effects of the revised PSA

mechanism adopted by the Commission. The Commission explained:

5
6
7
8
9

10
11
12
13
14
15
16
17

18

The PSA mechanism adopted in this Decision uses a
higher base cost of fuel and purchased power, and it also
incorporates a forward-looking cost of fuel and purchased
power that is based upon projected costs that are
expected to 'be experienced during the time that PSA
adjustor is in effect. It does not contain a "cap" on the
total amount of costs, it does have an annual 4 mil
bandwidth limit, and the 90/10 sharing provision was
modified per APS' request to exclude certain types of
costs. This new PSA will have a dramatic effect on APS'
ability to timely recover its costs, and upon its cash
Essentially, APS will collect more of its costs sooner. [Id.,
p. 63]

19

20

Finally the Commission noted that APS' analysis failed to consider certain

efficiencies that would occur as new customers were added to the system.

21
22
23
24
25
26
27
28

29

After reviewing and analyzing all the testimony and
evidence, we find that the evidence presented by APS
does not conclusively show that the costs of growth will
exceed the revenues accompanying the growth. The
exhibits presented by APS in support of its argument are
very general and do not include an analysis of offsetting
economies of scale or other efficiencies that will occur as
Fixed costs are spread over more customers. [Id., p. 64]

30
31
32
33
34
35

36

As the number of customers increases over time, total
revenues will increase, but whether total expenses will
increase proportionally, is unknown and unknowable.
This is because some "fixed" expenses built into existing
rates and charges can be spread over more customers
before the expense level increases. [Id., p. 65]
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1 Q _ What claims does APS make regarding regulatory policies and their

influence on attrition?2

3

4

5

APS points to credit rating agencies, who, according to APS, consider

Arizona to be a "challenging regulatory environment" due to the length of

time it takes to work through a rate case. [Brant Direct, p. 41] APS states:

6

7

8

9
10

11

12
13

14

In APS's remarkable capital expenditure environment
(one requiring capital expenditures of one billion dollars
per year for the next three years), a policy that couples
significant regulatory lag with the use of an historical
test year in setting rates causes APS to be unable to
recover the millions of dollars it has already lost because
of attrition, and will ensure that attrition continues.
[Brant Direct, p. 2]

15

16
17

18

19

20

21
22

23

24
25
26

Coupled with a regulatory lag of up to 18 months to two
years between the end of the test year and the time rates
become effective, the historical data used in setting the
Company's rates is inevitably stale and unrepresentative
of conditions that will exist when the new rates are
effective. Earnings attrition naturally results from this
rate-maldng model any time that costs rise faster than
revenues after the end of the historic test year. [Brandt
Direct, pp. 31-32]

Q. Can regulatory policies influence the level of attrition?

27

28

29

30

31

32

33

34

A.

A. While "regulatory lag" is not the root cause of attrition, it does exacerbate

the problem. Given a general pattern of costs rising faster than revenues,

significant attrition can occur from the time of the test year until the time

when rates go into effect, and beyond that throughout the time period

while a given set of rates remain in effect.

Whether or not the concept of attrition has been explicitly analyzed as

such, it has always been a concern - one which has prompted this

Commission and others to deviate from a purely historical test year - by
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3

4

5

6

7

12

13

using an end-of-period rate base, rather than an average rate base, and by

accepting adjustments for "known and measurable changes," including

adjustments for plant additions which occurred after the test year.

These regulatory policies can potentially overcompensate for inflation

and attrition since the adjustments can potentially distort the test year

results by creating a mismatch, in which revenue growth that occurred

beyond the test year is overlooked or intentionally ignored, yet cost

increases after the test year are carefully identified, measured, and

included through a series of pro forma adjustments.

However, if the utility is experiencing relatively severe attrition, and

the regulatory commission does not adjust its procedures to sufficiently

compensate for the problem, rate relief that is granted through a

traditional adjusted historic test year may not be sufficient for the utility to

14 achieve the full amount of its allowed rate of return. As well, with the

15

16

17

18

19

20

21

22

23

24

8

9

10

11

25

traditional rate making approach the utility may file a series of back-to-

back rate cases, in an effort to "catch up" or keep pace with the attrition

problem.

While the traditional approach of relying on an historical test year

and malting a series of ad hoc pro forma adjustments for known and

measurable changes may be adequate under normal circumstances, it may

fall short during a period of unusually heavy capital investment and

growth, or a period of unusually rapid inflation. As well, this traditional

approach is problematic, because it does not offer a sound theoretical or

empirical basis for determine how much attrition relief is needed, or for

determining whether too much attrition compensation is being requested.
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l Q.

2

Have you attempted to test the claims made by APS that it is

experiencing attrition?

3

4

5

6

7

8

11

12

13

14

15

16

17

18

19

Yes. As I explained earlier, attrition is measured by comparing analogous

data from year to year. In making these sorts of comparisons, it is

preferable for all of the data to be developed on a reasonably consistent

basis from year to year. The key question is whether profitability remains

reasonably stable, fluctuates, or is steadily deteriorating over time.

To evaluate the alleged attrition problem, I examined historical and

projected financial and operating statistics provided by APS in its direct

filing and through the discovery process. The data I primarily focused on

covered the historical years 2005 through 2007, as well as the Company's

projections for the years 2008 through 2010. I primarily focused on

revenues, expenses, income, net utility plant, customer counts and sales

volumes. While I believe some consideration of an even longer time period

would be beneficial, given the Company's claims that attrition had

worsened recently and its stress on the very recent past and the near

future, I focused my attention on the 2005-2007 time period, with a more

limited consideration of the partly projected 2005-2010 time period, and

the longer 1997-2007 historical time period.

20

21 Q.

22

Can you explain what you found in your examination of this data,

starting with revenue?

23

9

10

24

25

A.

A. Yes. I began by examining year over year changes in revenues. In order to

ensure a clean "apples to apples" comparison, we asked APS to restate the

revenues, expenses and income amounts shown on SFR Schedule A-2 on a



Appendix B, Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23
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consistent, normalized basis. [See, RUCO Data Requests 8.2 through 8.4]

Specifically we asked APS to provide a revised version of this schedule

which restates the amounts for Year Ended 12/31/2005, Year Ended

12/31/2006 and Actual 12/31/2007 based on the following assumptions: a)

the rate changes that went into effect on July 1, 2007 had gone into effect

on or before January 1, 2005, thereby showing what the revenues, income

taxes and other amounts would be under the hypothetical assumption of a

consistent set of rates through the entirely of all of these years; and, b)

perfectly normal weather had occurred throughout each of these years .

As shown on Schedule Bj-14, after adjusting the data to remove the

effects of abnormal weather and rate changes, as computed by the

Company in its response to RUCO's data request, revenues are shown to

have increased by 5.0% from 2005 to 2006, then by 2.6% in 2007, the test

year. The Company projects revenues will increase 11.4% from 2007 to

2008, remain essentially flat from 2008 to 2009, and then increase 4.1%

from 2009 to 2010.

Since this data reflects normalized weather and consistent rates, I

would have expected to see a more stable pattern in the projected data -

the unusually high growth rate projected for 2008 data and the subsequent

unusually low growth rate in 2009 is somewhatodd, calling into question

the validity of these projections. However, the fluctuations largely cancel

out, leaving an average annual increase over the 2005-2010 time period of

4.63% The latter figure seems reasonable, and is fairly consistent with

other data relating to past and projected future growth in Arizona.

Accordingly I have given at least some limited consideration of the
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1

2

3

Company's projected data in my attrition analysis, despite having general

reservations about relying on projections, as well as specific concerns

about these year-to-year fluctuations.

4

5 Q.

6

Did you also look at changes in customer counts and kph sales

which contribute to this pattern of revenue growth?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Yes. I started by examining growth in retail customers from 2005 through

2010. As shown on Schedule BJ-14, retail customers grew by 4.4% and

3.3% in 2006 and 2007, respectively. APS is expecting retail customers to

grow by just 1.5% in 2008 and 2009, then by 3.1% in 2010. The average

annual growth in retail customers is 2.53% over this entire time period. I

also examined growth in retail MWH sales. As shown, sales grew by 5.2%

in 2006, dropping to 2.6% in 2007 and they are projected to grow by 1.0%

in 2008. Sales are projected to grow by slightly less than 2.0% in 2009 and

2010. On a per customer basis, retail sales have been fairly constant, and

are projected to remain essentially the same through 2010.

Growth in revenues per retail customer is expected to average

slightly more than 2.0% per year over this time period. With the exception

of 2008, growth in revenues per retail customer has been, or is expected to

be, 2.0% or less each year.

21

22 Q.

23

Can you explain what you found in your examination of operating

expenses and investment in net plant?

24

25

A.

A. Yes. Revenue deductions and operating expenses are expected to increase

at an average annual rate of 5.27%. This outstrips growth in revenues, and
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21

22

as a result net operating income is expected to increase at an average rate

of just 0.85% per year for the overall 2005-2010 time period. This stands in

contrast to the historical and projected growth in net utility plant over this

same time period. As shown, net plant grew by 4.2% from 2005 to 2006,

and by 7.4% from 2006 to 2007. Annual growth in net plant is expected to

continue to grow at a fairly rapid pace from 2007 to 2010. For the entire

2005-2010 time period, the data suggests an an average annual growth

rate for Net Utility Plant of 6.62%. Combining this data with the

comparable data for retail customers, it appears that Net Utility Plant per

customer is growing at an average rate of 4.01% during 2005-2010.

Overall, this data is fairly consistent with the picture APS paints in its

testimony particularly with respect to relatively rapid growth in capital

investment in recent years, and the anticipation of some slowing in this

expected growth rate during the next few years.

It worth noting that on an average annual basis there are indications

that both expenses and net plant are growing faster than revenues, and

this pattern is seen in both the historical data and in the projected data. As

I explained earlier, when costs are growing faster than revenues,

profitability will tend to decline, and if this pattern is repeated year after

year, it is fair to conclude that attrition is occurring. As well, it is also

worth noting that l would anticipate a slowing in projected customer and

sales growth, as well as a reduction in capital expenditures going forward,

as a result of the recent slowdown in both the national and state economy.

16

17

23
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1

2 Q- Have you made any effort to estimate the extent of attrition?

3

4

5

6

7

8
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20

21
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23

24

9

10

11

25

A. Yes. I performed several different calculations which may be helpful to the

Commission, if it is persuaded that some deviation from its traditional

ratemaking methodologies is warranted given the situation with respect to

APs' credit metrics and bond ratings. First, I observed that NOI has been

relatively stable, but it has not been growing as fast as Net Plant.

Accordingly I calculated net operating income as a percentage of net plant

on an annual basis, and I then measured the change in this statistic from

year to year. As shown on Line 4 of Schedule BJ-14, net income as a

percentage of net plant is indicated to be trending down at an average

annual rate of 24% during the recent historical period 2005-2007. A

slightly higher rate of 30% is projected for 2007-2010. Combining this

historical and projected data, the overall average rate of decline is .28% for

2005-2010 .

Second, I converted these annual rates of change in profitability into

equivalent dollar amounts on a year-over-year basis. More specifically I

started with the 2006 change in return on net plant of -0.1% and I

multiplied this percentage figure times the 2005 net plant amount of

$7.141 billion. This indicates an increase in profitability of $7.566 million

year over year. Using this same procedure, I estimated that APS had

experienced a decline in profitability of $43328 million from 2006 to 2007.

Using the same approach, I determined that the Company's projections for

2008 imply a reduction in profitability of $12 million from 2007 to 2008,

following by a decline of $54 Million in 2009 and $12 million in 2010.
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Although the declines are fairly moderate, considering their

repetitive nature, it is reasonable to conclude that APS has been

experiencing, and is projected to continue to experience, mild attrition.

The calculated attrition rate and corresponding dollar amount of attrition is

fluctuating quite a bit from year to year, and any single year's data isn't

necessarily reliable.

7

8 Q.

9

Have you developed any calculations that could be used by the

Commission if it decides to provide compensation for attrition?

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Yes. If the Commission concludes that some deviation from its historical

practice is appropriate in this case, these calculations can provide a

reasonable basis for estimating the appropriate magnitude of any attrition

compensation. More specifically on Line 6 of Page 1 of B]-14 I this

downward trend in profitability as a percentage of revenues. I started with

the annual dollar amounts just discussed, and I compared these amounts as

a ratio relative to the corresponding year's annual revenues. The results

are shown on Line 6 of page 1 of Schedule B]-14. By these calculations, it

appears that APS experienced negative attrition (accretion) equivalent to

0.3% of revenues in 2006, followed by attrition equivalent to 1.5% of

revenues in 2007. The Company's projections anticipate attrition as a

percent of revenues of 0.4%, 1.7% and 0.4% in the years 2008, 2009 and

2010, respectively. While this data for individual years isn't necessarily

significant, the overall pattern suggests an average annual rate of attrition

of .55% during 2005-2007, and .75% during 2005-2010.

25

A.
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1 Q. What are the benefits of measuring attrition in this manner?

2

3

4

5

6

7

8

9

10

11

12

13

14

15

As I explained above, in APS' previous rate case, the Company was

criticized by the Commission for failing to present a balanced picture of the

attrition issue, and by failing to adequately analyze the increased

efficiencies that tend to occur as new customers are added to the system.

The Commission noted that, in measuring attrition, one must also consider

the economies of scale associated with spreading fixed costs over a larger

customer base.

The approach I have just set forth presents a balanced picture, taking

into account the extent to which economies of scale and increased

efficiencies are, or are not, offsetting the higher costs associated with

increased investment and inflation. As well, by restating the measured

change in profitability or attrition as a percent of revenues, it is feasible for

the Commission to directly gain a clear picture of the relative magnitude of

downward trend in profitability and to visualize the extent to which rates

would need to increase in order to offset this trend.16

17

18 Q- What have you concluded regarding APS' attrition situation?

19

20

21

22

23

24

25

A.

A. The results of my analysis show that APS has been experiencing mild

attrition, and it's projections suggest the problem is expected to continue

over the next few years. Overall, however, the attrition that occurred

during 2005-2007 was not extreme, and the Company's forecast for the

2007-2010 period suggests a continuation of this pattern of relatively mild

attrition. In and of itself, this data does not provide any reason to conclude

that APS is experiencing an extraordinary problem with attrition - one that
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is pervasive or serious enough to warrant deviating from the Commission's

long standing regulatory policies.

However, the Commission might conclude that some attrition

compensation is warranted in this case, in order to help bolster the

Company's credit metrics and maintain or improve its bond ratings. If the

Commission reaches this conclusion, the data provided in BJ-14 can be

useful in determining the appropriate magnitude of any such

compensation.

9

10 Q. Can you please briefly summarize APS' proposed response to the

attrition situation?11

1 2

13

14
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18
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A. Yes. As I discuss in my direct testimony, APS is proposing a series of pro

forma adjustments which increase the rate base by adding investment that

did not actual provide service to customers during the test year, and which

reduce the test year operating income to reflect cost increases which didn't

occur until 2008, or which are expected to occur at some point during 2009

or 2010. Notably these adjustments are not fully consistent with each

other, and they create severe distortions by matching 2007 revenues with

cost levels that won't be incurred until 2008, 2009 or 2010, depending

upon the particular expense item.

In addition to these implicit attrition adjustments, APS is proposing

an additional $79.3 million increase in revenues as an explicit attrition

adjustment. APS calculated this amount by first calculating the Company's

projected revenues and operating expenses for 2010, and comparing those

to unadjusted Test Year revenues and expenses "in order to measure the
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change in annual operating income that the Company will experience from

the unadjusted Test Year through year-end 201 O." [Kearns Direct, p. 4] The

Company then reduced this calculated revenue deficiency by an amount

related to its various pro forma adjustments, to arrive at the portion of its

calculated deficiency which it seeks to recover using the explicit attrition

adjustment. [Id.]

7

8 Q- Are there problems associated with APS' proposed solution?

9

10
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A. Yes. As I explained in my direct testimony, extending adjustments farther

and farther beyond the test year is an inherently arbitrary process which

undermines the concept of relying on a test year to evaluate a utility's

financial condition. It is an unavoidably arbitrary and fundamentally

unsound approach .- one which degenerates into guesstimates about what

might or might not happen far beyond the test year. Further, by limiting

the specific adjustments to only consider growth in customers, sales and

revenues through December 2007, while extending the range of cost

related adjustments to include a wide variety of different phenomena

stretching into 2010 results in an extreme violation of the fundamental

principle that financial and accounting data ought to be carefully aligned to

avoid mismatches.

By creating extreme mismatches between revenues and costs the

calculated amount of rate relief is sharply boosted, presumably in an effort

to compensate for the perceived attrition problem. But, this is an arbitrary

process, which does not provide a sound basis for judging how much

attrition relief is needed, how much is being provided, and whether the
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1

2

3

4

5

6

7

8

9

10

11

12

amount of relief being requested is excessive. In fact, the effect of this

process is to virtually obliterate the historical test year, malting it nearly

impossible to use the adjusted data to evaluate the extent to which an

earnings shortfall does or does not exist, or to judge the extent to which

the requested rate relief is or is not merited.

Furthermore, because this process relies so heavily on projections, it

tends to create an incentive for the Company to overstate its projected cost

levels. If the proposed explicit attrition allowance were accepted it could

weaken the incentive for the Company to operate efficiently and to

constrain costs in the future (since future cost-cutting efforts will have the

perverse tendency to make the Company's previous projections appear to

have been inflated).

13

14 Q. Can you elaborate on the need to maintain incentives for utilities to

operate efficiently?15

16

17

18

19

20

21

22

23

24

25

A. Yes. One of the fundamental problems to be resolved by any method of

monopoly regulation is how to maintain strong incentives for management

to operate the firm efficiently. It would certainly be possible to provide

public utility services on a pure cost-plus pass through basis, so that a

dollar spent in month one is recovered from customers in month two. But

such a cost-plus system would be highly undesirable, since it would

completely negate any incentive for cost controls and efficiency.

The need to encourage efficiency and to discourage wasteful

spending is one of the reasons why public utility regulation has typically

relied upon the use of an historical test year, which is carefully reviewed
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and analyzed by the regulatory body. Under this form of regulation, a

utility's costs are periodically reviewed and audited, and there is always

the risk of a disallowance of unnecessary or imprudent investments or

excessive costs. This review process has to a large degree been successful

in preventing grossly excessive spending by regulated companies. As well,

even when an historic test year is used without careful review of costs, it

tends to provide an incentive for management to operate efficiently,

because cost increases are not passed along to customers for at least a

year or two. During this lag period, the full burden of any unnecessary

costs is borne by stockholders. As well, the benefit of any cost savings

flows into retained earnings during the period between rate cases - which

can potentially be 5 or more years, thereby creating a strong incentive for

management to operate efficiently.

Most thoughtful observers will concede that under traditional rate

base regulation the incentives to control costs are not quite as strong as

what occurs in highly competitive markets, and that this constitutes one of

the weaknesses with traditional regulation. Nevertheless, there is no

evidence that this is a fatal flaw, or that utilities have been grossly

inefficient or wasteful in the way they operate. To the contrary any

weakness in the incentive for cost minimization tends to be mitigated by

several factors, including the vigilance of regulators, who attempt to detect

and disallow excessive or imprudent costs.

But, in evaluating the overall impact of regulation, it is clear that the

beneficial effects of "regulatory lag" are a very important part of the

overall picture. During the interim period between rate cases, prices are
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21

not tied to costs, and thus the normal inverse relationship between costs

and profits tends to prevail. The lag between the time a firm incurs costs

and the time those costs can potentially affect its prices is typically at least

a few years, and it can sometimes be a decade or more. In that situation, a

firm operating under rate base regulation has essentially the same

incentives for cost minimization that would exist under price cap

regulation.

The longer the period between rate cases, the greater the

"regulatory lag" and the greater the reward from the increased profits that

will result from successful efforts to cut costs and increase productivity. At

the extreme, if the lag period between rate cases is extremely long, the

incentive structure is nearly the same as if the firm were unregulated.

This discussion of regulatory lag and the incentives for cost cutting

and efficiency is important to the resolution of this case, because there are

aspects of the Company's proposals which tend to undermine the

incentives that normally exist under rate base regulation. As well, if the

Commission decides to deviate from a strict historical test year, I believe it

should strive for an approach that retains strong incentives for efficiency

and which reduces the need for the Company to file a constant stream of

frequent rate cases - because a series of back-to-back rate cases will

undermine the incentives for management to keep costs tightly under

control.

17

18

19

20

22
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1 Q.

2

Do you have any specific recommendations, in the event the

Commission concludes that attrition relief should be provided?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. Yes. As shown on Lines 7-9 of Page 1 of Schedule BJ-14, the Company's

attrition rate has been fairly mild, averaging about .55% to .75% per year

relative to revenues. If the Commission wanted to provide compensation

for 18 months of attrition past the test year, this would suggest an increase

in rates above the level justified by the historical test year of approximately

1 .36 to 1.86%, after application of the Gross Revenue Conversion Factor of

1 .6491 .

If the Commission were to conclude that a larger amount of attrition

compensation would be appropriate, in order to strengthen the Company's

financial position to an even greater degree, I would recommend any such

additional attrition compensation be phased in after the conclusion of this

case. For instance, a surcharge could be approved in the final order in this

proceeding which would not go into effect until 6 months or a year after

the initial rate increase. A phased-in surcharge would prow'de additional

support for the Company's credit metrics, while minimizing the immediate

impact on customers. This would prow'de Me Company with additional

rate relief based on the evidence in this case without eliminating the

beneficial efficiency incentives that result from regulatory lag.

Of course, a surcharge of this type would not preclude the Company

from filing future rate cases if management truly believes it is not being

sufficiently compensated for the attrition, or other unexpected extenuating

circumstances arise in the future. However, it would provide a degree of

cash flow improvement between rate filings, helping to preserve APS'
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1 financial metric and bond ratings, and it would reduce the incentive for

2 APS to immediately file another rate case. As well, a surcharge would

3 reduce the pressure on the Commission to rapidly process any such future

4 rate case.
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TESTIMONY

OF BEN JOHNSON, PH.D.

On Behalf of

The Residential Utility Consumer Office

Before the

Arizona Corporation Commission

Docket No. 01345A-08-0172

Introduction

Q. Would you please state your name and address?

A. Ben Johnson, 3854-2 Killearn Court, Tallahassee, Florida.

Q- What is your present occupation?

I am a consulting economist and president of Ben Johnson Associates,

lnc.®, an economic research firm specializing in public utility regulation.

1

2

3

4

5

6

7

8

9

10

1 1

12

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

22

2 3

2 4

Q- Have you prepared an appendix that describes your qualifications in

regulatory and utility economics?

Yes. Appendix A, attached to my testimony, will serve this purpose.

A.

A.

1
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Q. Are you the same Ben Johnson that filed revenue requirements

testimony on December 19th, 2008?

1

2

3

4

5

Yes, I am.

Q. Have you prepared any schedules to be filed with your testimony?6

7

8

9

Yes, I have prepared Schedules B]-15 through BJ-17. These schedules are

attached to my testimony.

Q. What is the nature of your testimony in this case?10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Our firm has been retained by the Residential Utility Consumer Office

("RUCO") to assist with RUCO's evaluation of Arizona Public Service

Company's ("APS") Amended Application for a base rate increase. The

purpose of my testimony is to present RUCO's cost of service and rate

design recommendations in this proceeding.

Following this introduction, my testimony has five sections. In the

first section, I briefly discuss the background of this phase of the

proceeding. In the second section, I summarize APS' cost of service

methodology and rate design proposals. In the third section, I discuss fully

allocated cost of service studies, focusing on methods that are available to

allocate production costs. I also critique the Company's Average and

Excess Demand methodology, and recommend an alternative approach to

allocating production costs. In the fourth section, I discuss factors that

should be considered in developing an appropriate revenue distribution. I

A.

A.

A.

2
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also critique the Company's proposed rate design, and recommend an

alternative revenue distribution approach. In the fifth section, I discuss

some miscellaneous rate design issues.

I. Background

Q- Can you briefly discuss the rate design aspects of APS' most recent

rate case?

/

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Yes. APS' current rates became effective July 1, 2007 pursuant to Decision

No. 69663 issued in Docket No. E-01345A-05-0816. APS conducted a cost

of service study with a 12 month test period ending September 30, 2005.

[Decision No. 69663, p, 69] The primary issue with respect to APS' cost of

service study was the Company's use of the Four Coincident Peak (CP)

method of allocating demand-related production costs. [See, Id., p. 69]

APS' CP method allocated production and transmission demand costs to

customer classes using the average summer (June, July August and

September) coincident system peaks.

The Commission Staff recommended using instead a combination of

the Four Coincident Peak and Average Demand (CP & Average). [Id.]

Staff's CP & Average approach used a combination of APS' peak demand

allocation factor and an average demand factor (which is mathematically

equivalent to energy). [Id.] APS opposed Staff's approach, arguing that

changing methodologies could subject some customers to rate shock.

AECC also opposed Staff's approach, arguing that average demand is

A.

3
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already included in peak demand, and therefore is counted twice in the

CP and Average method.

1

2

3

4

5

6

7

8

9

10

Q- What did the Commission conclude with regard to cost of service?

The Commission agreed with Staff that an energy-weighting method for

allocating production plant would be appropriate for APS. [Id., p. 70]

However, because of the concerns expressed by other parties, the

Commission did not agree that the CP and Average method was the

appropriate solution. Instead, the Commission ordered APS, in its next rate

application to

11
12
13
14
15
16
17
18

propose an energy weighting method that addresses the
concerns raised in this case, and that will also consider
the likely cost shifting that will be necessary as we
determine the appropriate rate design in this case. [Id.,
p. 71]

Q- What did the parties propose with regard to rate design in the last

rate case?19

20

21

22

23

24

25

26

27

APS proposed spreading it's requested revenue increase roughly equally to

the major customer classes, even though its cost of service studies

supported greater increases to some customer classes, including the

residential class. [See, Id., p. 71] Staff, AECC, the FEA and Kroger, to

varying degrees, all recommended moving rates closer to the cost of

service study results. RUCO noted that rates were moved towards cost of

service in the preceding rate case (2 years prior), and that since then,

there had been numerous fuel-related increases. RUCO stressed the need

A.

A.

4
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1

2

3

4

for rate stability and continuity, and therefore recommended an evenly

distributed rate increase. [Id.]

Q. What did the Commission conclude regarding rate design in the

5

6

7

previous rate case?

The Commission essentially approved APS' rate design recommendation,

with a few adjustments as proposed by other parties.

8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

It is clear from the results of all cost-of-service studies
that there are subsidies in APS' current rate structure.
This means that some classes of customers are providing
a subsidy to others and that some customers in a class
subsidize others in the same class. Several parties have
recommended that the Commission begin to close that
gap, and move rates closer to the class' cost-of-service
now. We agree that some movement should remade in
that direction, but given the fact that current rates have
been in effect for only two years and they were designed
to move rates closer to cost-of-service, we do not want to
modify the current rate structure dramatically.
Accordingly given the level of revenues that we authorize
herein, we will generally adopt the Company's rate
design as modified by Staff and with the AECC proposal
for transmission rate design as agreed to by APS, and the
voltage discounts as proposed by the FEA. [Id., p. 76]

II. APS' Rate Design Proposal

28

29

30

31

32

33

Q- Can you now summarize APS' cost of service study in this

proceeding?

Yes. APS conducted an embedded cost-of-service study using a test year

ending December 31, 2007. [Rumor Direct, p. 15] The test year results

were adjusted for "known and measurable" changes, such as increased

A.

A.

5
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1

2

labor costs, and the rate increase that went into effect during 2007.

Company vWtness Rumolo explains:

3
4
5
6
7
8
9

10
11
12
13
14
15
16

Other APS witnesses sponsor a number of pro forma
adjustments that were incorporated into the test year
used during the cost-of-service study. APS witnesses
Jason La Benz, Mr. Ewen, Mr. DeLizio and Mr. Kearns list,
by rate base, revenue, and expense category, the
monetized amount of each proposed pro forma
adjustment. These amounts were then functionalized,
classified, and allocated to the retail and wholesale
customer classes as part of the process in performing the
cost-of-service study. The adjusted test year cost-of-
service study reflects each of the Company's proposed
pro forma adjustments. [Rumolo Direct, pp, 16-17]

APS's cost study methodology is a multi-step process. First, costs

were grouped into major accounting categories, such as Plant in Service or

Operating So Maintenance ("O&lVl") Expense. [Id., p. 19] Second, each of

these accounting categories were further disaggregated into the functional

categories of Production, Transmission, and Distribution. Third, costs were

then classified as Demand, Energy, or Customer related. Finally, allocation

factors were used to assign the resulting disaggregated costs into the

federal and state jurisdictions and into the various retail customer classes.

[Id.]

Q. Can you explain the "fictionalization", "classification" and

"allocation" steps in a little more detail?

1 7

1 8

19

20

21

22

23

24

25

26

27

28

29

3 0

A. Yes. "Functionalization" attributes costs to the Production, Transmission,

or Distribution functions. APS gives the example of the costs of building

and operating the Company's power plants, which are attributed to the

6
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1

2

3

4

5

6

7

8

9

Production function. [Id., p, 18] Transmission and Distribution both

involve moving electricity from the production source to the end user; the

difference between Transmission and Distribution relate to voltage levels

(Transmission occurs at higher voltages) as well as distance and proximity

to the customer (Transmission tends to occur over longer distances, from

the generation source to the major populated areas, whereas Distribution

primarily occurs over shorter distances within the populated areas,

terminating at the end user's location). "Classification" involves making a

judgment about the causative factors that drive the magnitude of the cost.

10
11
12
13
14
15
16
17

[I]if a cost is driven by the amount of energy consumed, it
is classified as Energy; if a cost is driven by the rate at
which energy is consumed, it is classified as Demand; and
if a cost is driven by the number of customers taking
service on the APS system irrespective of either the
demand or energy utilized, it is classified as Customer.
[Id.]

'allocation" involves applying factors (e.g., peak demand contribution,

energy or customers) to spread the costs to particular jurisdictions,

customer classes, and rate schedules. For example, energy costs are

allocated by kilowatt-hour ("kwh") consumption to different customer

classes. [Rumolo Direct, p. 18]

18

19

20

21

22

23

24

25

26

27

Q. How does APS allocate production costs?

APS used the CP method to allocate these costs to jurisdictions. That is,

production related costs were allocated to the ACC and FERC jurisdictions

in proportion to relative levels of usage (demand) during 4 hours -- the

A.

7
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1

2

3

4

5

6

hour with the highest level of system-wide demand during each of the

summer months. Unlike its filing in the prior case, within the ACC-

jurisdiction, APS used a different method to further allocate these costs to

the various retail customer classes. [Id., pp. 19-20] Mr. Rumolo explains

the decision to use the Average and Excess Demand method (for the sake

of brevity sometimes referee to as the AED method) as follows :

7
8
9

10
11
12
1 3
14
15
16
17
1 8
19
20
21
22
23

In Decision No. 69663, the Commission directed that APS
use an energy-weighted method to allocate production
demand costs - that is, the costs associated with the
Company's nuclear, coal, and gas-fired generation
facilities - among retail customer classes. The AED
method is one of the most widely accepted energy
weighted allocation methods. It allocates a portion of
production costs based on a customer class's peak
demand contribution and the balance on that class's
energy-based or average demand contribution. In doing
so, the AED allocation method considers the fact that
APS's production facilities provide service during both
peak and non-peak hours of the year but also recognizes
that average demand is already included in peak demand,
and thus avoids double-counting of a customer's average
demand when allocating costs. [Id,, pp. 20-21]

While this description is accurate as far as it goes, it does not provide a

complete picture of the AED method, or how it differs from the average

and peak method which was recommended by the Staff in the prior case. I

will discuss this in greater depth later in my testimony.

24

25

26

27

28

29

30

31

Q. How does APS allocate transmission costs?

APS directly assigned transmission plant to the non-ACC jurisdictional

portion of the cost of service study despite the fact that nearly all of this

A.

8
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1

2

equipment is being used to serve retail customers. [Id., p. 20] Mr. Rumolo

explains :

3
4
5
6
7
8
9

10
11
12
13

Consistent with the methods adopted in our last rate
cases, the revenue requirement for transmission services
was computed based on the FERC-jurisdictional rates
found in the APS Open Access Transmission Tariff
("OATT"). The APS OATT provides the class rate
elements for each of the FERC-regulated transmission
and ancillary service costs. Under the requirements of
Decision No. 69663, the APS retail rates were re-
structured so the transmission component of the rates
reflect the OATT charges. [Id., pp. 23-24]

14

15

16

17

In this case APS is removing recovery of transmission costs from base rates

and instead proposing to charge retail customers for transmission through

a separate rate schedule, TCA-1, "that would directly incorporate by

reference the Company's then-effective OATT charges." [ld., p. 24]

18
19
20
21
22
23
24
25

Effectively, the new TCA-1 will reflect the transmission
cost found in base rates today, plus the then-effective
adjustment that reflects the increased OATT charges.
When the FERC-regulated transmission rates are
changed, APS will refile the retail transmission rate
schedule TCA-1 with the new charges. The existing TCA
Plan of Administration will no longer be needed. [Id.]

26

27

28

29

30

31

32

The effect of Decision No. 69663 was to effectively let the FERC determine

the transmission-related portion of the retail rates, including the rate of

return to be earned on the transmission investment. This proposal goes a

step further and requires retail customers to pay rates that are effectively

set by the FERC. The result is that any future rate increases implemented

by the FERC will be reflected in retail customer bills.

9
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Q. How does APS allocate distribution costs?

A. APS used the "non-coincident peak" ("NCP") method to allocate costs

associated with distribution substations and primary distribution lines.

Allocations of costs related to distribution transformers and secondary

distribution lines "are made based on the summation of the individual peak

loads or demands of all customers within a particular customer class

("E:NCP")." [Rumolo Direct, p. 20]

Q. How does APS allocate fuel and purchased power costs?

1

2

3

4

5

6

7

8

9

10

11

APS used a method recommended by another party in the previous rate

case.

12
13
14
15
16
17
18
19
20
21
22
23
24

[I]n our last rate case, an intervenor witness suggested
the adoption of an hourly allocation method to allocate
fuel and purchased power costs. The hourly energy
allocation method examines customer class hourly load
shapes and hourly energy prices to come up with a
weighted energy cost. This weighted energy cost better
matches each customer class's revenue responsibility
with costs. For example, a customer class that uses more
of its energy during peak summer hours should be
allocated higher average fuel and energy costs than a
customer class whose energy consumption is more off
peak. [Id., p, 21]

Q. How does APS summarize the results of its cost of service study?

25

26

27

28

29

30

APS notes that disparities in the achieved returns by customer class have

"decreased due to the rate designs implemented as a result of the rates

implemented by previous ACC decisions

residential class continues to provide a lower rate of return to the

" However, APS claims the

A.

A.

10
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Company than does the general service class. [Id., p. 23] Specifically, APS

contends that under current rates and adjusted operating expenses, "the

residential class rate of return is 2.85% while the general service c.lass rate

of return is 5.04%. Overall, the retail rate of return on an adjusted original

cost rate base under current rates is 3.79%." [Id.]

Q- Can you now summarize APS' rate design methodology?

1

2

3

4

5

6

7

8

9

10

In designing its proposed rates, APS considered the cost of service study,

as well "several other factors" such as rate and revenue stability and

continuity. [Delizio Direct, p. 16]

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

For this reason, the major classes of customers, including
Residential, Street Lighting and Dusk to Dawn, have each
been given a percentage increase to make the classes
more in line with its cost of service even though strict
adherence to the results of the cost of service study
would indicate higher increases are supportable.
General Service and Irrigation have each been given a
lower increase to make the class more in line with its cost
of service. APS has also taken steps to disaggregate its
E-32 rate as required by Decision No. 69663 to make the
rate more in line with its cost of service. That being said,
the individual rate schedules have been designed to
depart from strict cost of service adherence as necessary
so that differences in the increases that individual
customers will experience will be moderated to the
extent reasonable. [Id.]

28

29

30

APS' rate design results in the following revenue increases per customer

class.

Class
REVEIWUB
Increase

A.

Residential
General Service
lnigatjon and Water P urrping
Outidoor Lighting
Dusk to Dawn Lighting

11.34%
9.71%
4.46%

15.05%
17.30%
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III. Fully Allocated Embedded Costs

Q- Let's turn to the next section of your testimony. Can you provide a

brief description of fully allocated embedded cost studies, and

explain what they measure?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2D

21

22

23

24

Certainly. Fully allocated cost of service studies divide total test-year

revenues, rate base, and operating expenses among the various customer

classes to estimate the rate of return earned from each class. Many of

these costs are either joint or common costs not directly attributable to any

one customer class; therefore, they must be allocated by a formula. This

opens the door to subjective judgments, and the results of the study tend to

depend heavily on the particular allocation formulas chosen by the analyst.

Because they are based upon embedded costs, these studies do not

report direct cause-and-effect relationships between the consumption

decisions of the class members and the costs incurred by the utility. Thus a

"cost" is not necessarily the actual expense that a particular group of

customers imposes on the system. Nevertheless, cost of service studies

have long been used by this Commission and others regulators as a tool

that can assist with the process of developing electric and gas rates. As

long as their limitations are recognized, and reasonable allocation formulas

are employed, fully allocated cost studies can help the Commission in

determining an appropriate revenue distribution.

A.

12
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Q. Can the judgment and arbitrariness be eliminated, if the analyst is

completely unbiased and if sufficient effort is applied to the task?

No. The problem lies neither with the people performing the studies nor

with the amount of effort and resources devoted to the analysis. Rather, it

is inherent in the very concept of allocating embedded costs. To a large

degree, these costs are the result of management and engineering

decisions, which reflect many different considerations, are completely

outside the control of individual customers or customer classes, and thus

cannot be unambiguously traced to customers. While the goal may be to

insure that each customer class pays the costs that it causes, it simply isn't

possible to achieve this result by allocating historical accounting costs.

Even when the actions of particular customer classes do influence

such decisions, the linkage is largely indirect, and is obscured by the

passage of time. Admittedly customers have influenced the production

plant costs incurred during the test year. But (with the partial exception of

fuel costs) these influences are almost entirely traceable to customer

actions (and subsequent management decisions) that occurred 5 to 20

years ago, when the generating plants were planned and constructed.

Hence, the cause and effect links between customers and test year costs

are inherently impossible to measure through the techniques used in

developing an embedded cost of service study. All of the various

alternative allocation formulas rely upon statistics relating to the test year,

and none of them can possibly reflect with exactness the historic

relationships of cause and effect that explain the embedded accounting

A.

13
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costs reflected in the test year data.

For these and other reasons, there is no "perfect" formula for

allocating production plant costs. The same is true for most of the

Company's other costs, including those of transmission and distribution.

Some cost allocation experts will sometimes imply their approach is the

"true" answer, and that any significantly different approach is a heresy not

to be condoned. I disagree with that viewpoint. There is no "correct"

method for allocating joint and common costs, and any attempt to locate it

will ultimately prove fruitless.

Embedded cost allocation studies are simply a technique for

evaluating the relative fractions of the total revenue requirement that can

reasonably be recovered from each class. At best, these studies provide a

yardstick for judging whether or not each customer class is paying an

appropriate share of the joint and common costs. The real question is

whether the yardstick is reasonably straight and true, or whether it is bent

to favor particular classes at the expense of others. In that sense, it is

meaningful to debate whether some approaches are more reasonable than

others.

Aside from the long lags that occur between when costs are planned

and incurred, and when they are recovered through rates, there is another

fundamental problem. Most of the Company's embedded costs are not

caused by the actions of particular customers or customer classes; rather

they are incurred by management based upon an evaluation of the needs of

the system as a whole. Thus it isn't feasible, or meaningful, to rely entirely

1 4



1

Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

1

2

3

4

5

6

7

8

9

1 0

11

12

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

on an evaluation of causal relationships in deciding on the most reasonable

allocation method.

Consider, for example, an investment in which 10% of the cost can be

meaningfully traced to customer classes and the remaining 90% is

attributable to factors like fluctuations in the weather and fundamental

characteristics of the geography of the Company's service territory. It is

not necessarily reasonable to allocate 100% of the investment solely on the

basis of the 10% that is logically traceable to customers. Furthermore,

given the impossibility of identifying and measuring causative factors

precisely even this 10% of the total cost might be misinterpreted and

traced to the wrong classes.

In evaluating the relative merits of different approaches, I believe it

is important for the Commission to give adequate recognition to the basic

product being sold by APS: electrical energy. Any allocation method that

slights the importance of the most fundamental measure of the Company's

output (ldlowatt hours of electricity) should be viewed with skepticism.

Where there is no clear cause-and-effect relationship between customer

actions and costs, kph sales provides a reasonable basis for allocation,

because they closely reflect the benefits received by each class from the

investments and expenses in question.

21
22 Q- Can you please discuss the methods that are available for allocating

production related costs?23

24

25

There are several methods that can be used; with regard to the investment

in generating plants, most allocation methods use one, or a combination, of

A.

1 5
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the following elements: coincident peak responsibility, non-coincident peak

responsibility average demand and excess demand. The most common

methods are those based on coincident peak or average and excess

demand (AED). As I explained earlier, the Company used a variant of the

coincident peak methodology (CP) to allocate production costs to the ACC

and non~ACC jurisdictions, and the AED method to allocate retail costs

among the ACC customer classes.

1
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Q, Would you briefly explain the coincident peak allocation approach?

Yes. There are several different versions of the coincident peak approach.

A11 of these methods allocate costs based on participation in system-wide

coincident peaks. That is, during the hours when the system reaches its

greatest demand, each load's portion of that demand is determined, and

this becomes the basis for allocation. One method focuses on the hour

during each month in which the maximum level of demand is experienced,

then averages the results of these 12 different hours. This is sometimes

referred to as a "12 CP" method. When this logic is taken to the extreme, it

focuses on the single hour during the year when the highest CP is

experienced. This is called the "1 CP" method. Anther variant is the "2

CP" method, which typically focuses on the maximum summer hour, and

the maximum winter hour, whenever those happen to occur. Another

option is the CP method, which is similar to the 12 CP method, except

that it focuses exclusively on the four summer months with no

consideration of usage characteristics during any other months of the year.

A.

1 6
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From an economic standpoint it is apparent that a utility does not

simply design its generating system to meet the coincident peak demand,

regardless of whether one focuses on 1, 2, 3, 4, or 12 hours of each year.

Yet, this is the underlying basis of the various CP allocation methods. in

reality when designing the system, management is also concerned with

system reliability fuel costs, ability to generate energy, fuel diversity

operation and maintenance expenses, and geographic characteristics. If

design decisions were based exclusively on the need to meet coincident

peak demands, the utility would only build pealing units, because this

would be the most cost-effective means of building a system that only

needs to fulfill demand during during just 1, 2, 3, 4 or 12 hours of the year.

In reality the Company's generating plant investment includes a wide

variety of different technologies, including nuclear and coal fired

generators and combined cycle plants. In fact, combustion turbines

represent a relatively small share of APS's investment in generating plant.

APS's combustion turbine plants represent only approximately $381 million

in installed investment, while the Company has invested nearly $4 billion in

nuclear and coal fired steam plants. Given the magnitude of APS'

investment in nuclear and coal plants, they are of crucial importance in

evaluating the reasonableness of alternative production cost allocation

options.

From an economic perspective, the presence of these base-load

plants, rather than just peaking plants, is strong evidence that factors

other than peak demand have strongly influenced the Company's

17
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production-related investment decisions. The selection of coal and nuclear

technology is primarily justified by the desire to achieve greater reliability

and lower fuel costs than could be achieved if cheaper gas-fired

combustion turbines were relied upon exclusively. Both of these factors

(fuel cost savings and increased reliability) are related to the need to

supply customers with energy throughout the year, and are largely

unrelated to the timing or magnitude of system peak demand

requirements.

Upon closer examination, it is clear that the great Maj rarity of a

caseload plant's capital costs can logically be attributed to energy sales as

opposed to peak demand or kW capacity. For instance, suppose it costs

$1,000/kW to build a caseload coal plant and $250/kW to build a

combustion turbine. Of the $1,000/kW of the coal plant's fixed capital cost,

at most $250/kW or 25%, can be logically attributed to peak demand

requirements. Logically the remaining $750/kVVj or 75%, was incurred in

an effort to achieve lower fuel costs, improved fuel diversity (lower risk of

fuel price volatility) and greater reliability. All of these explanatory factors

relate to the need to meet energy requirements throughout the year, rather

than the need to serve the system load during a few peak hours of the year.

Base-load plants provide more favorable kWh-generating

characteristics, but these beneficial characteristics are costly. For

instance, by introducing steam boilers into the process used to convert the

fuel into electrical energy the engineers can reduce the amount of fuel

which must be burned, per kph generated. However, steam boilers are

1 8
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costly. Similarly, additional investments are required in order to burn coal,

relative to natural gas; however, the additional investment is worthwhile

because coal tends to be somewhat cheaper per BTU, relative to natural

gas, and it is less volatile - offering greater fuel cost stability. Similarly,

combined cycle plants tend to be more complex, and more costly to

construct than combustion turbines, but they are more energy efficient,

and thus can generate large volumes of energy at lower costs per-kWh

than a pure peaking plant.

Because the Company must generate kWhs during many hours of the

year (not just during the peak hours), a base-load or combined cycle plant

is more economical on a cost per kph basis, when everything is considered

(not just peak demand). These cost savings heavily influence the

Company's plant investment decisions, yet those savings are a function of

kph sales, not of peak kW demand during a handful of hours.

A pure CP allocation approach does not recognize causal

relationships which explain much of the Company's investment in

generating plants. The pure CP approach ignores the importance of energy

efficiency, fuel diversity and other factors, which are at least equally

important as peak demand in the overall decision making process. Nor

does the pure CP approach assign any cost responsibility to classes which

happen to be off the system at the time of the coincident peak, even though

these classes impose a regular recurring demand on the system, and gain

great benefit from it.

19
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2 Q. Would you please describe the Average and Excess Demand method?
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Certainly. There are several variations of the AED method, but I will

concentrate on the most common. The first portion of the allocation, the

average demand, can be derived by multiplying the non-coincident peak

demand for each load by its associated load factor. Consider a simplified

system consisting of four classes. As shown on Schedule BJ-15, Class A has

a 50 kW load that runs at all times. Class B has a maximum load of 100 kW

and a load factor of 50%; it does not operate during the system coincident

peak hours. Class C is similar, with a maximum load of 100 kW and a load

factor of 50%; however, 75kW of its load is present when the system

coincident peaks occur. Finally Class D has a 25% load factor; its

coincident peak load is 150kW and its non-coincident peak (NCP) is

200kW

The system CP demand in this example equals 275 kW and the sum

of the NCP demands equals 450 kW The average demand would equal 50

kW in each case, with the system average demand totaling 200kW The

excess portion is determined by subtracting the calculated average

demand from the non-coincident peak demand. In this example, total

excess demand equals 0 kW 50 kW 50kW and 150 kW for classes A, B, C

and D, respectively.

In the Average and Excess method, total excess demand for each load

is typically allocated in a way that ensures the total system average and

excess demand equals the system coincident peak demand. The formula for

the allocated excess demand for load (B) would look like this:

A.

20
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((B)Excess/System Excess)*(Sys CP-Sys Ave) or (50/250)*(275-200) :

15kW Load (B)'s average and excess demand then equals 50 + 15 or 65

kW In turn, each load or class would be allocated a share of the system

generating costs, based upon its proportionate share of the calculated

average and excess demand.

In this example, the respective average and excess demands would

be as follows: Load A 50kvvj Load B 65kW and Load C 65kW Load D 95kW

In turn, Load A would be allocated 18.2% of the costs, Load B would be

allocated 23.6%, Load C would be allocated 23.6%, and Load D would be

allocated 34.5%.

The AED approach assumes that part of a utility's plant investment is

a response to (or should be allocated on the basis of) the average demand

(or kph consumption) on the system throughout the year, and the

remainder is a response to (or should be allocated on the basis of) the

difference between average demand and the individual NCP of each class.

Simply stated, I agree with the first half of this reasoning, but not with the

second half. To the extent that this approach acknowledges year-round

energy sales as an influence on the design of the production system, it is

somewhat responsive to the issues addressed in the last APS rate case.

However, unlike the Average and Peak method recommended by the Staff

in that case, the AED method does not consider the contribution of each

class to the overall coincident system peak, and instead it places emphasis

on "excess" demand, which is the mathematical difference between

average demand and NCR regardless of whether or not that individual
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peak occurs at a time when other classes are also imposing heavy loads on

the system.

This calculated difference (called "excess" demand) is not closely

related to the factors which cause a utility to incur generating and

transmission costs, and it does not result in a more reasonable basis for

allocating such costs than the average and peak method recommended by

the Staff in the last case. This is true for two reasons. First, the design of

generating systems is based less upon non-coincident peak than it is based

upon coincident peaks. A utility like APS needs enough generating capacity

to serve its coincident system peak loads; it does not need to build

generating capacity to meet the individual non-coincident peak loads of the

various classes.

To the extent these NCPs happen to exceed the average load of that

class, or it's coincident peak, the additional load doesn't necessarily impose

any additional costs on the system - particularly if the NCP happens to

occur at a time when the demand imposed by other classes happens to be

low. For example, street lighting customers might happen to experience

their maximum individual NCP at night in the winter, at a time when ample

excess capacity exists on the system, because other classes are using

relatively little electricity at that time. In sum, there is no economic

justification for using the "excess" statistic as a basis for determining the

relative share of costs which should be borne by the various customer

classes. Stated a bit differently the distinctive aspect of the AED method .-

its reliance on the excess of NCP demand over average demand - is not

22
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well founded. Excess demand does not drive system design, and it does

not yield an improvement over the Average and Peak method

recommended by the Staff in the last rate case.
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Q- Would you please elaborate on your explanation of why you don't

believe the AED method is the best response to the concerns

expressed by the Commission in the last case?
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Yes. A portion of the plant investment is closely related to the need to

generate electrical energy at minimum cost. Hence, there is merit to giving

consideration to energy or "average" demand (which is mathematically

equivalent to kph) in the cost allocation process, as suggested in the last

case.

The Company's study in this proceeding is somewhat responsive to

the Commission's directive in the prior case, but I believe the AED method

is not the optimal approach, because of its emphasis on "excess" demands,

which do not sufficiently relate to the underlying economics involved in the

production process.

Additional peaking capacity is needed in order to meet the higher

load that occurs during the hottest days of the summer. However, the

additional production and transmission costs that the Company incurs in

order to serve demands that exceed the average demand are almost

entirely related to fluctuations in the overall system demand, not

fluctuations in the demand of individual customers or classes, or the

"excess" of those demands over the class average. Thus, if an increase in

A.
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demand by Class A is offset by a decrease in demand by Class B, these two

fluctuations may cancel out, resulting in little or no need to build more

peaking plants, or otherwise incur extra generation and transmission costs

as a result of the demand fluctuations.

Under the Company's AED approach, a large fraction of the

generating costs are allocated in accordance with each class's calculated

excess demand (i.e,., the NCP demand less the average demand of each

class). The implicit premise is that "excess" costs (beyond those which

would be incurred if every customer had a 100% load factor) must also be

incurred, because of these excess demands. However, this reasoning is

overly simplistic, and it ignores the many intervening factors that

determine whether, and to what extent, fluctuations in individual loads

impose any additional cost on the system as a whole. For instance, the

AED method doesn't adequately consider the need to maintain generating

plants, which can be scheduled during hours of the day or months of the

year, when load is below the peak levels.

The AED methodology implicitly assumes that all of the seasonal and

daily load variations of classes with fluctuating demands is costly and

detrimental to the system, imposing "excess" costs which must not be

allocated to high load factor customers. In fact, a 100% load factor

customer would have not "excess" demand, and thus would not bear any

share of the costs that are allocated in proportion to excess demand. This

is too extreme a view of the situation, however. To some extent,

fluctuations in loads, as experienced by low load factor classes, such as
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residential and small commercial customers, are somewhat beneficial to

the system, because they facilitate scheduled plant maintenance. For

instance, the lull in demand which is typically experienced in the spring

and autumn months allows the utility to schedule maintenance activities

during this period. If the system did not have this periodic drop in demand,

it would be necessary to build additional plants, which would be needed to

maintain output while other units are being serviced.

If every class were to shift its load away from the peak periods, in

order to achieve 100% load factors (holding kph constant), the system

capacity and generating costs could be reduced somewhat. But it would

not be feasible to reduce costs to the full extent implied by the AED

method. Any resulting savings would be far less than the level of "excess"

costs which is implicitly assumed in the Company's AED methodology.

The AED method assumes that demands that are in "excess" of the

average are costly to serve. While there is an element of truth in this

assumption, the AED method greatly exaggerates the additional burden

imposed by fluctuating demands. Among other reasons, it fails to

recognize that weaker plants can serve "excess" demand at a lower cost

per unit of peak capacity than the caseload plants that are used to provide

energy and because it fails to consider the fact that no generating plant is

capable of running 24 hours a day 365 days a year.

In fact, if every class maintained a 100% load factor, the Company

would nevertheless have to install capacity beyond that required to meet

the average demand. A set of base-load units sized to just meet the class

25
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demand would not be sufficient, because they would lack sufficient spare

capacity for scheduled (or unscheduled) maintenance. Despite having a

perfectly flat load, the Company would still need to install pealing plants,

or combined cycle plants, in excess of the average (equals peak) demand

on the system, in order to maintain reliability and allow for maintenance.

Thus, if every customer class had a 100% load factor (NCP equaled

Average Demand), costs would decline by far less than the portion of the

total costs which is allocated using excess demand in the AED method.

The average and excess methodology essentially ignores this fact.

Classes with a 100% load factor are completely exempt from helping to pay

for the portion of the Company's production costs which is allocated using

the "excess" allocation factor. In effect, the costs of "excess" capacity

(beyond the average level of demand) are allocated almost entirely to low

load factor customer classes, including the residential class. This is

inequitable and inconsistent with the underlying economics of the

production process. Hence, the AED method yields unreasonable results.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Q. Is there another problem with the Average and Excess method?

Yes. Another serious flaw is that the AED method completely ignores

relative class contributions to the system coincident peak. Yet, the

coincident peak is actually far more important than the NCP as an

explanatory factor which influences production costs. To the extent a cost

allocation method is supposed to reflect the factors which "cause" costs, it

makes sense to give substantial consideration to coincident peak data, and

A.
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it makes little sense to focus on non-coincident peaks. Because the AED

method fails to give any weight to CP data, it treats customer classes with

equivalent load factors the same, even if one class contributes to the

system peak, while the other doesn't.

To illustrate this problem, consider again the hypothetical example I

discussed above. Class B and Class C are both allocated 23.6% of the costs

under the AED method. Yet, Class C is contributing to the system

coincident peak, while Class B is not. A reasonable cost allocation method

would give some consideration to this difference in circumstances, and

allocate less cost to Class B, in recognition of its favorable off-peak

characteristics.

12
13 Q- Have you developed an alternative to the Average and Excess

formula?14
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Yes, I have. My recommended approach recognizes that the primary

purpose of the Company's production plant is to provide energy used by its

customers, and thus it gives considerable weight to energy (average

demand). However, my recommended approach also recognizes that it is

less costly to serve customers with high load factors (their use of energy

occurs fairly uniformly throughout the day 365 days a year), and

customers who consume little or no energy during times when energy use

is at a peak (e.g. street lighting, which occurs in the evening). These types

of customers are allocated a relatively small share of the cost of production

plant, while customers with loads that fluctuate in synch with the system

are allocated a somewhat higher share.

A.
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Specifically, I recommend using a weighted blend of the average, CP

and 4 CP demand statistics. This weighted allocation approach is similar

to the one recommended by the Staff in the last case, but it is more closely

tied to the specific mix of generating plants used by APS. it recognizes that

the Company's kW demand varies from hour to hour and month to month,

thus the contribution of each class to the system peak does influence

generation costs, and should be considered in the cost allocation process.

However, it also recognizes that most of the Company's production related

investment is in caseload generating plants, which are designed and

constructed for the purpose of providing energy throughout the year at the

lowest feasible cost per kph. The cost of these caseload production

facilities should logically be allocated almost entirely in accordance with

each class's kph purchases.

Q. Can you please explain the general approach you used to develop

this weighted blend of the Average, CP and CP demand?
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Yes. I started by reviewing descriptive data for each of the Company's

generating units, as shown on Schedule B]-16. As shown on that schedule

I grouped all of the APS generating units into three broad categories -

caseload, mid, and peaking, based primarily on their operating cost per

kph generated (based primarily on the cost of fuel), and the extent to

which the unit is operated throughout the entire year, or only during a

small number of hours.

A.
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While there are variations in the design and efficiency of each of the

units, the ones that I have classified as caseload plants share certain

common characteristics. They are all operated close to their full name

plant capacity during a high percentage of the days, and hours, of the year.

I estimate the overall average rate of usage is about 76.5% -- which is close

to the theoretical maximum possible, given the need to periodically take

the Palo Verde units down for refueling, and the need to take units offline

for both scheduled and unscheduled maintenance. Not only are these

plants relied upon to generate energy throughout the entire year, they do

so at relatively low cost per kph, with fuel and other production expenses

averaging just 2.6 cents per kph.

At the other end of the spectrum, the Company has a group of plants

that are designed and used for the purpose of serving the portion of the

Company's electricity sales that occurs only during a limited number of

peak hours, particularly the hot summer afternoons. The cost of providing

energy during these peak hours tends to be higher than during other hours

of the year, for several reasons, including the need to install additional

generating capacity which is only needed for a relatively small number of

hours each year - spreading the fixed costs of a generating unit over a

small number of hours inevitably results in a high cost per kph. In an

effort to hold down these fixed costs, the Company has installed

combustion turbines, which can be designed and installed quickly and

which cost less to construct than caseload plants. As shown at the bottom

of Schedule 16, these peaking units are relatively costly to operate, with
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fuel and other production expenses averaging 7.9 cents per kph, which is

three times the cost of operating the caseload plants. However, these units

are relatively inexpensive to construct.

Both combustion turbines and caseload plants enable a utility to

serve the demand on its system. The key factor that determines the choice

of technology (and fuel selection) is the overall effective cost, taldng into

account not only peak demand, but also the total volume of electricity that

needs to be provided to customers. In order to reduce the cost of

providing energy throughout the year, utilities like APS invest more

upfront, in order to gain the benefit of lower fuel and other operating

costs.

The data on Schedule 16 demonstrates these differences in

construction and operating costs, although the pattern is somewhat

obscured because different units were constructed during different time

periods. As a result of inflation, technological changes, and changing

environmental standards, the installed cost of a plant constructed in 1972

cannot be directly compared with one installed 30 years later. However,

throughout the past 40 years, it has generally been the case that

combustion turbines were less costly to install than coal and nuclear fired

caseload plants. Large investments were made in coal and nuclear plants

because they were expected to achieve lower operating costs on a per kph

basis over the life cycle of the plant.

This trade off can be readily seen by comparing 4 Corners Unit 4,

which was constructed during the 1974-76 time frame with Yucca Unit 3
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which was constructed during the 1973-74 time frame. This coal plant cost

$748 per kW to construct, whereas APS was able to install Yucca 3 at a

cost of just $174 per kW When APS chose to spend more than three times

as much to build a coal plant, it was not being irrational or imprudent .- it

was recognizing the need to provide energy throughout every hour of the

year, and the importance of minimizing fuel costs in evaluating the most

cost-effective way of serving this need.

During the test year, 4 Corners Unit 4 was operated at 80.5% of its

theoretical potential (about the maximum rate possible, considering the

need for maintenance), whereas the equivalent statistic for Yucca 3 was

less than 2%. These operational differences are reflected in equally stark

differences in the level of production expenses associated with these units.

APS incurred expenses of just 2.4 cents per kph generated by the coal

unit, while it spent an average of 19.4 cents for each kph generated by

Yucca 3. Needless to say these contrasting statistics are closely related to

each other - while Yucca 3 was much cheaper to build, it is much more

costly to operate, and thus it is only cost effective to use it during a relative

handful of peak hours during the year.

The logic I used in developing my recommended approach to

allocated production costs is straightforward. I began with the premise

that the installed cost of peaking units should be allocated to customers in

proportion to their usage during times when the overall system is

experiencing peak usage. These particular generating facilities are needed

to serve the extraordinarily high demand levels which occur during the
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system peak hours, and thus it is reasonable and logical to allocate the cost

of peaking plants on the basis of class contributions to the system peaks.

Since each customer class present during the annual peak contributes to

the need for these pealing units, it is reasonable to allocate this portion of

of the Company's production costs in proportion to coincident peak

demand.

With respect to the cost of caseload generating plants, however, I

reasoned that most of the cost is unrelated to peak capacity, since the

equivalent capacity could have been constructed at a vastly lower cost per

unit. Hence, I concluded that the installed costs of caseload plants are

largely attributable to the need to generate energy .... the additional

investment is incurred in an effort to achieve a lower cost per kph, and to

diversify away from a single fuel source. Hence, it is more reasonable to

allocate most of the cost of the caseload units on the basis of average

demand or energy (they are mathematically equivalent).
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Q. Can you please describe the specific calculations you used to

develop your production allocation factor?

Yes. I started with the relative magnitude of the Company's investment

(before depreciation) in caseload, mid and peaking plants, as developed in

Schedule BJ-16. I then used these proportions in developing a blended

allocation factor which gives substantial weight to Average demand, with

less weight given to CP demand, and even less weight to CP demand.

The resulting allocation factor effectively gives 62.83% weight to Average

A.
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Demand, 27.67% weight to 4CR and 9.50% weight to CP. For the sake of

brevity, this can be referred to as the A-4-1 method.

Installed
Cost

Average
Demand 4 CP liP

Baseioad
Mid
Peaking

73.74%
l9.l8%

7.08%

80.00%
20.00%
0.00%

20.00%
60.00%
20.00%

0.00%
20.00%
80.00%
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Q- How does your recommended production allocation approach

compare with the AED method?
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I believe this weighted approach is conceptually superior to the average

and excess method, while sharing all of its advantages over the pure CP

method used in the the Company's last rate case. For instance, both

approaches avoid focusing on a single statistic, and both use kph (or its

equivalent, average kW demand) as the single most important statistic

used in developing a composite allocation factor. This avoids giving a

completely "free ride" to any one customer class, and helps produce

relatively stable cost-of-service study results over time.

However, my recommended method is superior to the average and

excess approach in that it focuses on the contributions of each customer

class to the system coincident peak demand, rather than focusing on non-

coincident "excess" demand. Under my approach, all customer classes are

assigned a share of the cost responsibility for the nuclear, steam and

combined cycle plants used in providing energy to these customers.

However, high load factor customer classes, and classes (like street

A.
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lighting) that are largely or entirely absent during the system peak are

assigned a smaller share of the production costs, consistent with the

relative importance of peaking units in the overall generating mix.
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Q. Have you developed any estimates of the impact of using different

approaches to the allocation of production costs?

Yes, I have. For illustrative purposes, I developed two sets of alternative

cost of service results. One uses the CP method used in the prior case,

and the other uses my recommended approach, based on a weighted

combination of Average, CP and ICE statistics (the the A-4-1 method).

The results are summarized on Schedule BJ-17, along with the results of

the Company's proposed AED method. All of these calculations are based

on the Company's revenue requirement filing, and thus the calculated

returns are substantially lower than would be computed if I had started

with RUCO's revenue requirement calculations.

As shown on Schedule B]-17, there are both similarities and

differences in the cost results. For instance, both the AED and the A-4-1

method tend to place some responsibility for production costs on the Street

Lighting and Dusk to Dawn Classes, whereas the CP method used in the

last case tends to absolve these Classes of any responsibility for the

Company's generating plants effectively giving them a free ride.

Relative to the CP method, the residential class generally shows

somewhat higher returns, and the General Service class generally shows

somewhat lower returns, under either the AED or the A-4-1 method, but

A.
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the differences are slightly more pronounced under the A-4-1 method, as

summarized in the following table, which summarizes some key results

from Schedule B]-17:

Rate of Return Average
CP and l iP

3.05%
4. 67%
6. 94%
0.55%
7. 01%

Residential
General Service
Irrigation
sweet Light
Dusk to Dawn

AED
2.85%
5.04%
6.91%

-0.03%
6.61%

CP
2. 68%
5. 14%

15. 95%
2. 17%
8. 06%
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The AED and CP methods generate rates of return of 2.85% and 2.68%

for the residential class, respectively. My recommended A-4-1 approach

results in a modestly higher rate of return of 3.05% for residential

customers as a whole. My proposed production allocation methodology

results in an overall rate of return of 4.67% for the General Service class,

compared to 5.04% and 5.14% for the AED and CP methods, respectively.

At this level of summarization, the most dramatic difference in

returns are for the Irrigation class, which shows a return of just 6.91%

using the AED approach and a nearly identical 6.94% using the A-4-1

approach, but a 15.95% return using the CP approach. The Street

Lighting class also shows widely varying returns, ranging from -0.03%

using the AED approach, .55% using the A-4-1 approach, and 2.17% using

the CP approach. Bear in mind that this table only illustrates the impact

of differences in production cost allocation methods, and it rolls together

multiple rate schedules within the Residential and General Service classes.
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If other aspects of the study were also varied, or variations in individual

rate schedules were displayed, even wider variations in the rates of return

would be displayed.

As shown in BJ-16, the results for some individual rate schedules

differ significantly from these general patterns. For instance, Rate

Schedule E-20 (Church Service) shows a return under A-4-1 that is slightly

higher than under the CP method, whereas it shows a sharply lower

return under the AED method. This is probably a consequence of the AED

method's excessive emphasis on "excess demands" relative to the

individual non-coincident peak, which would adversely impact churches

that experience their peak load during the morning hours, although the

system as a whole is not peaking at that time. Similarly, the E-32 General

Service Rate Schedule shows a higher return under the A-4-1 method, and

a lower return under the AED method, relative to the CP method.

IV. Revenue Distribution
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Q. Let's turn to the fourth section of your testimony. What factors do

you think should be considered in developing the interclass revenue

distribution?

I recommend giving some consideration to the cost of service results -

particularly the A-4-1 results, since I believe those are the most reliable

A.
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and meaningful. Further, some limited consideration should also be given

to the CP results, since that was the method relied upon in the prior rate

case. However, I think other factors are also important in developing a fair

and reasonable revenue distribution, including historical rate relationships,

ability to pay, relative risk, and demand or market conditions (including the

extent of any retail competition that might exist).

It is sometimes argued that the revenue burden should be distributed

among the classes based entirely upon the results of a particular class cost-

of-service study, at least as a goal. This argument has grown in popularity

as "cost-based" ratemaking has come into vogue. However, I fundamentally

disagree with this philosophy particularly when it is tied to a single

embedded cost allocation study. Valid cost-of-service studies can provide a

useful starting point in developing the overall revenue distribution; but

even if the cost study itself isn't controversial, the ultimate determination

of rate spread should be tempered by consideration of other factors, such

as the ones I just enumerated.

Any proposal to move away from the existing rate relationships

should be implemented gradually. This is particularly important in a case

like the present one, where the cost allocation methods are a matter of

controversy, changes in the allocation methods are being proposed by

various parties, and there is relatively little information available to

evaluate how the various allocation methods react to changing weather

and economic conditions, and thus little is known about how the various

class returns react to changing conditions in the future.
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In any event, the revenue distribution should not be designed merely

to track the results of a particular cost-of-service study. Instead, thought

should be given from the outset to the potential hardships imposed on

particular classes, historical relationships among the classes, and other

elements of interclass equity. Moreover, the Commission should recognize

that efforts to achieve uniform class rates of return are mostly fruitless.

Even if a consistent COS methodology is employed from case to case,

minor fluctuations in weather, economic conditions, and other variables

can easily produce absolute fluctuations in the class rates of return of 1%-

4% or even more, defeating such an attempt at uniformity. If an above-

average increase is imposed in one case (because a class appears to

earning less than the average return), a below-average increase may

appear appropriate in the very next case, simply because of minor

fluctuations in weather or usage patterns .- even if the underlying

methodology is not changing. Of course, where changes in the costing

methodology are involved, the class returns can fluctuate by even wider

margins, due simply to differences in allocation techniques.

Given the inherent instability and subjectivity of the various

allocations, the goal of absolute uniformity in class rates of return can

probably never be achieved. Such an effort is an attempt to hit a moving

target, and that very effort can potentially conflict with important policy

objectives, like rate continuity gradualism and stability.
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Q. How has the Company proposed to distribute its proposed revenue

increase among the various customer classes?
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The Company is proposing different percentage increases for the various

customer classes, in an effort "to make the classes more in line with its

cost of service ..." Of course, this goal of increased uniformity is

mathematically dependent on the specific allocation procedures used in its

latest study including the AED method, which has not previously been

accepted, and which I recommend not be accepted. If different allocations

were used, the proposed revenue distribution wouldn't necessarily

represent a movement toward greater uniformity of returns .

The following table shows APS' estimated rates of return by customer

class associated with the Company's current rates and proposed rates,

based on the Company's cost allocations. The proposed rate changes

range from a low of 4.46% for the Water Pumping class to a high of 17.30%

for the Dusk to Dawn Lighting class. This wide range reflects the

Company's efforts to respond to the results of its cost-of-service study

based on the assumption that rates should be more consistent with these

cost allocation results. As shown, the residential rate of return would more

than double under the Company's proposed rates, while the return

generated by the Outdoor Lighting class would quadruple.

A.
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Class

ROR
CutTer

Rates

ROR
P reposed

Rates

Revenue
Increase

Residenijal
General Service
lm'gation and Water P in*ping
Outdoor Lighting
Dusk to Dawn Lighting
To1'aI

2.85
5.04
6.91
-0.03
6.61
3.79

7.62
10.55
13.19
3.15
9.69
8.86

11.34%
9.71%
4.46%

15.05%
17.30%
l0.55%

Source: Schedules G-1, G-2, H-2

Q. What is your reaction to APS' proposed revenue distribution?
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I disagree with the Company's proposed revenue distribution, for three

reasons. First, the Company is attempting to move toward uniformity of

returns under its most recent cost allocation study .-. an alignment which is

neither desirable nor necessary. Second, some of the proposed rate

changes are excessive. Even if Dusk to Dawn Lighting rates ought to be

increased relative to other rates (which isn't necessarily true) an increase

of 17% is clearly excessive. Third, the Company's cost study suffers from

serious deficiencies, as I discussed earlier. Because of these deficiencies, it

does not provide the most reasonable basis for evaluating the existing rate

relationships or for developing a more appropriate revenue distribution.

The specific returns earned by each of the classes depends in large part on

the assumptions and allocation techniques adopted in the cost-of-service

study. Different conclusions would be reached if a different allocation

study is used as a benchmark for evaluating the existing rate relationships.

A.

40



Direct Testimony of Ben Johnson, Ph.D.

On Behalf of The Arizona Residential Utility Consumer Office, Docket No: 01345A-08-0172

Q. Have you evaluated the Company's proposed revenue distribution in

light of your recommended Cost of Service results?

Yes. In some instances the Company is proposing above average increases

for customers who are already generating returns near, or above, the

system average. For instance, Dusk to Dawn is earning a return of 7.01%

under the A-4-1 approach and 8.06% under the CP approach, yet the

Company is proposing to increase rates by 17.30%, which is substantially

higher than the overall average increase.

Similarly the Company is proposing below-average increases for

some Rate Schedules that currently show a relatively low rate of return

using the A-4-1 approach, suggesting an attempt to move toward

uniformity of returns under the AED approach which directly conflicts with

the analogous goal under the A-4-1 approach. For example, the Company

is proposing a 7..62% increase for schedule E-34 (General Service-Extra

Large), yet this rate schedule is only generating a 1.13% rate of return

using the A-4-1 approach, and just a 3.00% return using the CP approach.

These examples demonstrate that some of the Company's rate proposals

could actually move away from the goal of uniform returns .

Q. Have you developed an alternative revenue distribution approach

which you are recommending to the Commission?
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Yes, I have developed an alternative methodology which gives considerable

weight to historic rate relationships, while also giving some consideration

to the cost of service results.

A.

A.
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Specifically, starting with the results of my recommended cost of

service study, I looked for rate schedules with rates of return significantly

above or below the system average. I then checked to see how the return

compares to that generated using the CP method used in the prior case.

Where the CP study confirms the existence of a return that is above or

below the system average, I recommend giving a corresponding below- or

above-average percentage rate increase. If a rate schedule currently

generates a return that is reasonably close to the system average,

recommend giving the rate schedule an increase that is approximately

equal to the overall average increase. Where my recommended cost of

service results differ greatly from both the system average and the results

using the CP method approved in the prior case, I suggest a more

cautious approach, applying a rate change that is the same as, or just

modestly different from, the overall system average .

In order to avoid inter-class inequities, and in recognition of the fact

that cost allocation studies are not perfectly precise, I believe that none of

the classes should receive percentage rate increases that differ

dramatically from the overall system average. The approach I have just

described gives reasonable weight to the cost of service results, moving

some of the class returns toward the average, without fine-tuning the

returns in a futile attempt to move toward complete uniformity. My

specific recommendations are as follows:

First, the following rate schedules have returns that are substantially

lower than the system average of 3.79%: Residential rates EC-1 Residential

I
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Service with Demand Charge-Old (-1.97%), ECT-1R and ECT-2 Time of Use

with Demand Charge (-.69%), E-10 Residential Service-Old (-.41%), as well

as rates E-34 General Service-Extra Large (1.13%), General Service E-20

Church Rate (2.19%), and Street Lighting (.55%). In all of these cases, the

CP cost allocation study confirms these rate schedules are generating

below-average returns (although the extent of the discrepancy isn't

necessarily the same). Hence, I recommend increasing these particular

rate schedules by a moderately higher percentage than the overall system

average increase (assuming the Commission is going to increase rates).

Second, the following rate schedules have returns that are

substantially higher than the system average of 3.79%: Rate E-12

Residential Service New (5.78%), General Services rates E-32 (101-400

kw) (5.55%), E-32 (21-100 kw) (6.49%), Irrigation (6.97%) and Dusk to

Dawn (7.01%). In all of these cases, the CP cost allocation study confirms

these rate schedules are generating above-average returns. Hence, I

recommend increasing these rates by somewhat less than the overall

system average increase (assuming the Commission is going to increase

rates).

Third, the remaining rate schedules have returns that are only

moderately different from the system average of 3.790/>: Residential rates

ET-1 and ET-2 Time of Use (3.06%), General Service rates E-32 Time of Use

(3.82%), E-32 401-I-kW (4.87%) and E;30 and E-32 0-20kW (5.11%). Since

they are currently earning returns that are fairly close to the system

average, I recommend increasing these rates by the system average
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increase. (No deviation from the system average is necessary or

appropriate). For convenience, all of these specific recommendations are

summarized in the last column of Schedule BJ-17.

The specific changes that would apply to each Rate Schedule, and

the resulting average rate changes applying to each class will depend, of

course, on the overall revenue requirement approved by the Commission.

In the revenue requirements phase of this proceeding RUCO did not

recommend any increase or decrease to rates. Hence, I have used a simple

hypothetical example to illustrate the effect of my recommended revenue

distribution approach. More specifically I prepared the following table

based on the hypothetical assumption that the Commission approves an

overall rate increase of 10.0%, or $263.7 million (before considering PSA

changes).

Class
Revenue
Increase

Residential
General Service
Irrigation and Water Pumping
Outdoor Lighting
Dusk to Dawn Lighting
Total

4.28%
2.75%
0.12%
8.90%
5.90%
3.55%

16

17

18

In developing these illustrative calculations I used the PSA amounts

reflected in the Company original rate filing.
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V. Miscellaneous Tariff Issues

Q. Let's turn to the last section of your testimony. What other rate

design issues do you wish to discuss?

I would like to comment on the Company's proposed residential time of use

(TOU) rates and Impact Fees.

Q. Let's discuss the residential time of use rates. Can you please

describe the Company's existing rates?

Yes. APS started implementing TOU rates in the 1980s. [Brandt Direct, p.

65] As of December 2007, 46% of total residential customers (61% of

residential kph sales) are participating in a TOU rate. [Delizio Direct, p.

26]

In fact, the majority of APS' active residential rate schedules (4 of 7)

are TOU-based. [Delizio Direct, p. 23] The "Series 1" rates, ET-1 and ECT-

IR, have a broad 12-hour on-peak period, from 9 a.rn. to 9 p.m weekdays.

The "Series 2" rates have a more narrowly targeted 7-hour on-peak period,

from noon to 7:00 p.m. weekdays. [Delizio Direct, p. 25]
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Q. What changes is the Company proposing with regard to residential

TOU rates?

First, the Company is proposing to "freeze" the "Series 1" TOU rates (ET-

1 and ECT- 1R) "to encourage participation in the Series 2 TOU rates and

A.

A.

A.
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the new TOU rate proposal." [Id., p. 26] The effect of this "freeze" is to

prevent any new customers from selecting the Series 1 TOU rate, without

forcing existing customers off the rate.

Second, the Company is proposing a new residential TOU rate with a

super peak price for the "most critical" summer hours. [Miessner Direct, p.

9]
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This rate will be similar to rate ET-2, with a 7-hour on-
peak period, but will add a super peak price for weekday
afternoons from 3:00 p.m. to 6:00 p.m. during June, July
and August. The summer off-peak price will be
discounted to off-set the higher super peak price. The
customer has the opportunity to have lower monthly bills
by reducing load during either the on-peak or super-peak
periods, or both. It will be available to all residential
customers who are served with advanced metering
infrastructure ("AMI") meters. [Id.]

Q. What is your response to the Company's residential TOU proposals?
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In general, the Company is to be commended for offering residential

customers several TOU rate options, and for successfully marketing these

rates. As a result, a majority of the residential customers are currently

billed under a TOU rate, which provides them with more nuanced price

signals, and provides them with an incentive to trim usage during the

costly peak hours.

I would also note that the Company's "super-peak" proposal has

merit, in that it offers customers an option of a more narrowly focused

peak pricing plan, which primarily targets a relatively small number of

hours during the summer, when the Company incurs the additional costs

associated with combustion turbines. To the extent certain customers are

A.
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willing to reduce their usage during these hours, the Company will be able

to avoid the high cost of running its peaking plants. It is economically

efficient to provide customers with price signals that are consistent with

this underlying cost pattern. As well, if enough customers opt for this form

of pricing, and if they are willing to curtail their usage during these peak

hours, the Company will be able to avoid installing additional peaking

capacity.

While I agree with the philosophy behind this proposal, I am not

convinced the Company is going far enough toward aligning prices with

the underlying cost patterns. In particular, I note that the proposed

"super~peak" hours are uniformly applied throughout the summer months,

rather than being more narrowly focused on the specific hours and days

when the Company incurs the highest costs.

Mr. In/Iiessner is proposing to offer a more highly targeted form of

peak pricing to General Service customers, what he refers to as "critical

peak pricing (CPP)." The CPP proposal targets a much smaller number of

hours with much higher prices (offering a greater incentive for customers

to reduce their usage during those hours). Not only is the CPP proposal

focused on a smaller number of hours, it is more focused on the specific

situations when costs are highest - the particular hours when the system is

experiencing unusually high loads, or limited generating capacity, or both.

Rather than applying the CPP approach to residential customers, Mr.

Miessner advocates using a broader "super-peak" approach because he

believe it will offer lower implementation costs, and achieve higher
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customer acceptance. While this reasoning isn't implausible, neither is it

self-evident that the more narrowly focused CPP approach is better suited

for General Service customers than for residential customers.

To be fully effective, customers need to be informed of a "critical

peak" shortly before it occurs, so that they have an opportunity to adjust

their thermostats, avoid running their dishwasher or doing their laundry or

take other actions to reduce their load during the peak time period. While

it is potentially more difficult to contact a large number of residential

customers than to contact a smaller number of General Service customers,

with today's technologies, it doesn't have to be costly to do this in either

case. If CPP customers are contacted using a combination of emails, text

messages and "robe-calls" (recordings sent to the customer's telephone), a

high percentage of the CPP customers will receive advance notification of

the peak period, the per-customer cost would be minimal, and it would be

just as practical to contact residential customers as General Service

customers.

In justifying the proposed CPP program for General Service

customers, Mr. la/iiessner says that it will "test the potential load reduction

during critical hours, customer acceptance, and will assess implementaiton

cost issues." Since the CPP proposal is effectively a pilot program, it

appears to me to be reasonable to include residential customers in this

pilot program. The Company has not offered any evidence suggesting that

a CPP approach will be successful with General Service customers but not

with residential customers. In both cases, opportunities exist for
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customers to respond to narrowly focused, timely price signals, and in both

cases there is reason to be concerned that only a small number of

customers will initially volunteer to try this new pricing approach. By

testing it with both General Service and residential customers, the

Company would more quickly gain experience with the CPP approach .... and

it is quite possible that the CPP approach will be more popular with

residential customers than with business customers.
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Q. Can you now discuss the Company's proposed "Impact Fee"?

Yes. According to APS, the Commission has expressed a "desire to have

growth contribute a greater share to funding growth..." [Rumolo Direst,

p.9] In fact, as described by APS, in Decision No. 70185 "the Commission

approved revisions to Schedule 3 that requires new customers to pay for

infrastructure investment required to serve them." [Id., p. 10] The

Decision also required that proceeds received from customers through

Schedule 3 be booked as Contributions in Aid of Construction ("CIAC").

[Id.] APS' proposed impact fee is intended to recover the "annual capital

carrying cost" associated with the Schedule 3 CIAC, and "anticipated

increases in operations and maintenance expenses that are customer-

growth related. [ld., pp. 10-11] The Impact Fee would be charged to all

applicants requesting electric service, and would depend on the service

entrance size ("SES") that is required to serve the customer. [ld. p. 10]

23
24
25
26

On a going forward basis, Schedule 3 will recover a
significant portion of the distribution capital cost of
growth. What will not be recovered, however, are the
carrying cost expense of the tax asset created by

A.
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Schedule 3 CIAC and certain growth-related increases in
operating expenses. [Id., p. 12]

The proposed impact fee is based on "the average number of actual and

forecast meter sets for the five-year period ending 2012", resulting in an

overall average cost per meter set of $2,100 and a typical residential fee of

$1,300. [Id., p. 14] The first customer requesting permanent service at a

location would pay the impact fee. [Id., p. 15]
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Q- What is your response to the Company's proposed Impact Fee?

To the extent inflation outstrips the benefits of technological improvements

and increased economies of scale, the Company's per-unit costs will tend to

increase as more people move to Arizona, and thus it becomes necessary to

expand the APS system. As the Commission has recognized, it might be

beneficial to develop a rate design which reflects this situation, so that

growth more nearly pays for itself. While I see some merit to the

Company's impact fee proposal, I do not recommend adopting the proposal

as filed. To the extent the Commission is interested in having growth

become more nearly self-funding, it should move cautiously and it should

carefully think through the underlying issues before taldng action.

If the Commission is interested in adopting an impact fee, it will need

to decide what portion of the cost of growth should be recovered through

this mechanism. For instance, should it only include distribution related

costs, or should it also include production and transmission costs? Should

it include the entire additional cost imposed when a new customer joins the

system, or only the difference between the current cost of serving a new

A.
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customer compared to the historical cost of serving existing customers?

Similarly, if the Commission is going to implement an impact fee, it

should be phased in carefully, to avoid having an undue impact on

customers who are currently constructing a new home or business, or who

have already purchased land with the intent of doing so. A carefully-

developed approach should ameliorate any adverse impact on the real

estate and construction industries, by providing them with ample notice

and an opportunity to adapt to the new system, and by helping to ensure

that the impact fee is borne by new customers, rather than by the people

who construct and sell new buildings. This can be accomplished by

announcing the impact fee in advance, by phasing it in over a reasonable

period of time, by providing all concerned with ample opportunity to adapt

to the new environment, and by structuring the fee as a cost of

construction, rather than a cost of occupying the new building.
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Q~ Can you provide some additional, more specific guidance to the

Commission?

Yes. First, it would be preferable to apply the impact fee during the

construction period, rather than at the end of the construction period, as

proposed by APS. This would ensure that the fee is appropriately included

in the principal amount of the construction and permanent financing,

rather than being treated as an out-of-pocket occupancy expense of the

new customer, analogous to the cost of furnishing the building. By

including the impact fee in a homeowner's monthly mortgage payments,

A.
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the impact will be spread over a lengthy period of time, just as if the costs

were recovered through the customer's monthly electrical bill.

Second, the impact fee should be designed in a manner that

minimizes any adverse impact on the real estate and construction

industries. Depending on how the fee is designed and phased-in, it could

actually help participants in these industries, by boosting the value of

existing, recently constructed buildings, and by providing an incentive for

customers to purchase recently constructed existing buildings, as well as

buildings that are constructed during the transitional period (prior to the

time when the impact fee goes into full effect).
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Q. Does this conclude your direct testimony concerning the cost of

service and rate design issues, which was profiled on January 9,

2009?

Yes.A.
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Appendix A

Qualifications

Present Occupation

Q- What is your present occupation?

I am a consulting economist and President of Ben Johnson Associates, Inc.®, a firm of

economic and analytic consultants specializing in the area of public utility regulation.

Educat iona l  Background

Q- What is your educational background"

I graduated with honors from the University of South Florida with a Bachelor of Arts

degree in Economics in March 1974. I earned a Master of Science degree in

Economics at Florida State University in September 1977. The title of my Master's

Thesis is a "A Critique of Economic Theory as Applied to the Regulated Firm." Finally,

I graduated Rom Florida State University in April 1982 with the Ph.D. degree in

Economics. The title of my doctoral dissertation is "Executive Compensation, Size,

Profit, and Cost in the Electric Utility Industry."
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Cl ien ts

Q, What types of clients employ your firm?23

2 4

25

A Much of our work is performed on behalf of public agencies at every level of

government involved in utility regulation. These agencies include state regulatory

A.
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commissions, public counsels, attorneys general, and local governments, among others.

We are also employed by various private organizations and Elms, both regulated and

unregulated. The diversity of our clientele is illustrated below.
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5 Regulatory Commissions
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Alabama Public Service Commission-Public Staff

Alaska Public Utilities Commission

Arizona Corporation Commission

Arkansas Public Service Commission

Connecticut Department of Public Utility Control

District of Columbia Public Service Commission

for Utility Consumer Protection

Idaho Public Utilities Commission

Idaho State Tax Commission

Iowa Department of Revenue and Finance

Kansas State Corporation Commission

Maine Public Utilities Commission

Minnesota Department of Public Service

Missouri Public Service Commission

National Association of State Utility Consumer Advocates

Nevada Public Service Commission

New Hampshire Public Utilities Commission

North Carolina Utilities Commission-Public Staff

Oklahoma Corporation Commission

Ontario Ministry of Culture and Communications

Staff of the Delaware Public SeMce Commission

Staff of the Georgia Public Service Commission

Texas Public Utilities Commission

Virginia State Corporation Commission

Washington Utilities and Transportation Commission

2
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1

2

3

4

West Virginia Public Service Commission-Division of Consumer Advocate

Wisconsin Public Service Commission

Wyoming Public Service Connnission

Publ ic Co1l l ls8ls

5

6

7

8

9

1 0

1 1

12

13

14

15

1 6

17

18

1 9

2 0

2 1

2 2

2 3

2 4

Arizona Residential Utility Consumers Office

Colorado Office of Consumer Counsel

Colorado Office of Consumer Services

Connecticut Consumer Counsel

District of Columbia Office of People's Counsel

Florida Public Counsel

Georgia Consumers' Utility Counsel

Hawaii Division of Consumer Advocacy

Illinois Small Business Utility Advocate Office

Indiana Oiiice of the Utility Consumer Counselor

Iowa Consumer Advocate

Maryland Office of People's Counsel

Minnesota Office of Consumer Services

Missouri Public Counsel

New Hampshire Consumer Counsel

Ohio Consumer Counsel

Pennsylvania Office of Consumer Advocate

Utah Department of Business Regulation-~Comrnittee of Consumer Services

2 5

2 6

2 7

2 8

2 9

3 0

3 1

Attorneys General

Arkansas Attorney General

Florida Attorney General-Antitrust Division

Idaho Attorney General

Kentucky Attorney General

Michigan Attorney General

3
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1

2

3

4

5

6

7

Minnesota Attorney General

Nevada Attorney General's Office of Advocate for Customers of Public Utilities

South Carolina Attorney General

Utah Attorney General

Virginia Attorney General

Washington Attorney General

8 Local Governments

City of Austin, TX

City of Corpus Christi, TX

City of Dallas, TX

City of EL Paso, TX

City of Galveston, TX

City of Norfolk, VA

City of Phoenix, AZ

city of Richmond, VA

City of San Antonio, TX

City of Tucson, AZ

County of Augusta, VA

County of Henrico, VA

County of York, VA

Town of Ashland, VA

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Town of Blacksburg, VA

Town of Pecos City, TX

4
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1 Odler Government Agencies

2

3

4

5

6

7

8

9

10

Canada-Department of Communications

Hillsborough County Property Appraiser

Provincial Governments of Canada

Sarasota County Property Appraiser

State of Florida-Department of General Services

United States Department of Justice-Antitrust Division

Utah State Tax Commission

11 Regulated Firms

12

Alabama Power Company

Americall LDC, Inc.

BC Rail

CommuniGroup

Florida Association of Concerned Telephone Companies, Inc.

LDDS Communications, Inc.

Louisiana/Mississippi Resellers Association

Madison County Telephone Company

Montana Power Company

Mountain View Telephone Company

Nevada Power Company

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

Network I, Inc.

North Carolina Long Distance Association

Northern Lights Public Utility

Otter Tail Power Company

Pan-Alberta Gas, Ltd.

Resort Village Utility, Inc.

South Carolina Long Distance Association

5
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1

2

3

4

5

6

Stanton Telephone

Teleconnect Company

Tennessee Resellers' Association

Westel Telecommunications

Yelcot Telephone Company, Inc.

7 Odder Private Organizations

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

Arizona Center for Law in the Public Interest

Black United Fund of New Jersey

Casco Bank and Trust

Coalition of Boise Water Customers

Colorado Energy Advocacy Office

East Maine Medical Center

Georgia Legal Services Program

Harris Corporation

Helca Mining Company

Idaho Small Timber Companies

Independent Energy Producers of Idaho

Interstate Securities Corporation

J.R. Sir plot Company

Merrill Trust Company

MICRON Semiconductor, Inc.

Native American Rights Fund

Per Bay Memorial Hospital

Rosebud Enterprises, Inc.

Skokornish Indian Tribe

State Farm Insurance Company

Twin Falls Canal Company

World Center for Birds of Prey

6
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Prior Experienee

Q- Before becoming a consultant, what was your employment experience?

From August 1975 to September 1977, I held the position of Senior Utility Analyst

with Office of Public Counsel in Florida. From September 1974 Lentil August 1975, I

held the position of Economic Analyst with the same office. Prior to that time, I was

employed by the law Elm of Holland and Knight as a corporate legal assistant.

Q- In how many formal utility regulatory proceedings have you been 'involved?

As a result of my experience wide the Florida Public Counsel and my work as a

consulting economist, Shave been actively involved in approximately 400 different

formal regulatory proceedings concerning electric, telephone, natural gas, railroad, and

water and sewer utilities.

Q- Have you done any independent research and analysis in the yield of regulatory

economics?

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

13

14

15

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

Yes, I have undertaken extensive research and analysis of various aspects of utility

regulation. Many of the resulting reports were prepared for the internal use of the

Florida Public Counsel. Osiers were prepared for use by the staff of the Florida

Legislature and for submission to the Arizona Corporation Commission, the Florida

Public Service Commission, the Canadian Department of Conuntmications, and the

Provincial Governments of Canada, among others. In addition, as I already mentioned,

my Master's thesis concerned die theory of the regulated firm.

A.

A.

A.

7
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Q- Have you testified previously as an expert witness in the area of public utility

regulation?

A. Yes. I have provided expert testimony on more than 250 occasions in proceedings

before state courts, federal courts, and regulatory commissions throughout the United

States and in Canada. I have presented or have pending expert testimony before 35

state commissions, the Interstate Commerce Commission; the Federal Communications

Commission, the District of Columbia Public Service Commission, the Alberta, Canada

Public Utilities Board and the Ontario Ministry of Culture and Communication.

Q- What types of companies have you analyzed?

My work has involved more than 425 different telephone companies, covering the

entire specUmm from AT&T Communications to Stanton Telephone, and more than 55

different electric utilities ranging 'm size iron Texas Utilities Company to Savannah

Electric and Power Company. Shave also analyzed more than 30 other regulated firms,

including water, sewer, natural gas, and railroad companies.

Teaching and Publications

Q- Have you ever lectured on the subject of regulatory economics?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. Yes, I have lectured to undergraduate classes in economics at Florida State University

on various subjects related to public utility regulation and economic theory. Shave also

addressed conferences and seminars sponsored by such institutions as the National

Association of Regulatory Utility Commissioners (NARUC), the Marquette University

College of Business Administration, the Utah Division of Public Utilities and the

University of Utah, the Competitive Telecommunications Association (COMPTEL), the

A.

8
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1

2

3

4

International Association of Assessing Officers (IAGO), the Michigan State University

Institute of Public Utilities, the National Association of State Utility Consumer

Advocates (NASUCA), the Rural Electrification Administration (REA), North Carolina

State University, and the National Society of Rate of Return Analysts.

Q. Have you published any articles concerning public utility regulation?

Yes, Shave authored or co-authored the following articles and comments:

"Att1'it:ion: A Problem for Public Utilities-Comment." Public Utilities Fortnightly,

March 2, 1978, pp. 32-33.

"The Attrition Problem: Underlying Causes and Regulatory Solutions." Public Utilities

Fortnightly, March 2, 1978, pp. 17-20.

"The Dilemma in Mixilng Competition with Regulation." Public Utilities Fortnightly,

February 15, 1979, PP- 15-19.

"Cost Allocations: Limits, Problems, and Alternatives." Public Utilities Fortnightly,

December 4, 1980, pp. 33-36.

"AT&Tis Wrong." The New York Times, February 13, 1982, p. 19.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

"Deregulation and Divestiture in a Changing Telecommunications Industry," with

Sharon D. Thomas. Public Utilities Fortnightly, October 14, 1982, pp. 17-22.

A.

9



4 q

Appendix A, Direct Testimony of Ben Johnson, Ph.D.

O11 Behalf of Residential Utility Consumer Office
Docket No. 01345A-08-0172

"Is the Debt-Equity Spread Always Positive?" Public Utilities Fortnightly,

November 25, 1982, pp. 7-8.

"Worldng Capital: An Evaluation of Alterative Approaches." Electric Rate-Making,

December 1982/January 1983, pp. 36-39.

"The Staggers Rail Act of 1980: Deregulation Gone Awry," with Sharon D. Thomas.

West Virginia Law Review, Coal Issue 1983, pp. 725~738.

"Bypassing the FCC: An Alternative Approach to Access Charges," Public Utilities

Fortnightly, March 7, 1985, pp. 18-23.

"On the Results of the Telephone Network's Demise--Comment," with Sharon D.

Thomas. Public Utilities Fortnightly, May 1, 1986, pp. 6-7.

"Universal Local Access Service Tariffs: An Alterative Approach to Access

Charges." 111 Public Utility Regulation in an Environment of Change, edited by

Patrick C. Mann and Harry M. Treeing, pp. 63-75. Proceedings of the Institute of

Public Utilities Seventeenth Aimual Conference. East Lansing, Michigan: Michigan

State University Public Utilities Institute, 1987.

1

2

3

4

5

6

7

8

9

1 0

11

12

13

14

15

16

17

18

1 9

20

21

2 2

23

2 4

With E. Ray Canterbury. Review of The Economies ofTeleeommunications: Theory

andPolicy by John T. Wanders.Southern Economic Journal 54.2 (October 1987).

10
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1

2

3

"The Marginal Costs of Subscriber Loops," A Paper Published in the Proceedings of

the Symposia on Marginal Cost Techniques for Telephone Services. The National

Regulatory Research Institute, July 15-19, 1990 and August 12-16, 1990.

4

5

6

With E. Ray Canterbery and Don Reading. "Cost Savings from Nuclear Regulatory

Reform: An Econometric Model." Southern Economic Journal, January 1996.

7

8 Professional Membersh Yrs

9

10 Q- Do you belong to any professional societies?

11 Yes. I am a member of the American Economic Association.

12

.

A.

11
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1 INTRODUCTION

2

3

4

5

Please state your name, occupation, and business address.

My Name is William A. Rigsby. I am a Public Utilities Analyst v employed

by the Residential Utility Consumer Office ("RUCO") located at 1110 W.

Washington, Suite 220, Phoenix, Arizona 85007.

6

7

8

9

10

11

12

13

Please describe your qualifications in the field of utility regulation and your

educational background.

l have been involved with utility regulation in Arizona since 1994. During

that period of time l have worked as a utilities rate analyst for both the

Arizona Corporation Commission ("ACC" or "Commission") and for RUCO.

I hold a Bachelor of Science degree in the field of finance from Arizona

State University and a Master of Business Administration degree, with an

14

15

16

17

18

19

20

emphasis in accounting, from the University of Phoenix. I have also been

awarded the professional designation, Certified Rate of Return Analyst

("CRRA") by the Society of Utility and Regulatory Financial Analysts

("SURFA"). The CRRA designation is awarded based upon experience

and the successful completion of a written examination. Appendix 1,

which is attached to this testimony, further describes my educational

background and also includes a list of the rate cases and regulatory

matters that l have been involved with.21

22

23

A.

Q.

A.

Q.

1
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1

2

3

What is the purpose of your testimony?

The purpose of my testimony is to present recommendations that are

based on my analysis of Arizona Public Service Company's ("APS" or "the

4 Company") amended application f o r  a permanent rate increase

5 ("Application") for the Company's electric service operations in the state of

6 Arizona. APS filed the Application with the ACC on June 2, 2008. The

7

8

Company has chosen the calendar year ended December 31, 2007 for the

test year in this proceeding.

9

10

11

Briefly describe APS.

APS is based in Phoenix, Arizona and is the largest investor-owned

12

13

14

15

electric utility in the state. According to the most recent Value Line

Investment Survey ("Value Line") report on the Company, APS provides

electric generation, transmission and distribution services to approximately

1,780,000 customers in eleven of fifteen counties in Arizona. The

16

17

18

19

20

21 The

22

Company's large service territory includes portions of the Phoenix

metropolitan area in central Arizona, Flagstaff to the north, Parker and

Yuma to the west, Holbrook to the east, and Ajo to the south. APS is a

wholly owned subsidiary of Pinnacle West Capital Corporation ("Pinnacle

West" or "Parent"), an Arizona corporation, also based in Phoenix, that is

publicly traded on the New York Stock Exchange ("nosE")'.

Company owns a portion of the Palo Verde Nuclear Generating Station,

1 NYSE ticker symbol PNW

A.

Q.

A.

Q.

2
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1

2

3

located in Wintersburg approximately 50 miles west of downtown Phoenix,

and operates the plant for itself and the other owners that provide electric

service to customers in Southern California, New Mexico and West Texas.

4

5

6

Also according to Value Line, APS' generation mix, as of November, 2008,

was comprised of 37 percent coal, 22 percent nuclear, 18 percent natural

gas and other sources, and 23 percent purchased power.

7

8

g

Please explain your role in RUCO's analysis of Aps' Application.

I reviewed APS' Application and performed a cost of capital analysis to

10 determine a fair rate of return on the Company's invested capital. In

11

12

13 The

14

15

16

17

addition to my recommended capital structure, my direct testimony will

present my recommended costs of common equity and my recommended

cost of debt (the Company has no preferred stock).

recommendations contained in this testimony are based on information

obtained from Company responses to data requests, the Company's

Application and from market-based research that I conducted during my

analysis.

18

19

20

Is this your first case involving APS?

No. I was involved with Aps' last two rate case filings.

21

22

23

A.

Q.

A.

Q.

3



Direct Testimony of William A. Rigsby
Arizona Public Service Company
Docket No. E~01345A-08-0172

1

2

3

4

Were you also responsible for conducting an analysis on the Company

proposed revenue level, rate base and rate design?

No. Those port ions of the case were handled by Ben Johnson

Associates, a professional consulting firm located in Tallahassee, Florida.

5

6

7

What areas will you address in your testimony?

I will address the cost of capital issues associated with the case.

8

9

10

Please identify the exhibits that you are sponsoring.

I am sponsoring Schedules WAR-1 through WAR-9.

11

12 SUMMARY OF TESTIMONY AND RECOMMENDATIONS

13

14

15

16

17

18

19

20

21

22

23

Briefly summarize how your cost of capital testimony is organized.

My cost of capital testimony is organized into seven sections. First, the

introduction I have just presented and second, the summary of my

testimony that I am about to give. Third, I will present the findings of my

cost of equity capital analysis, which utilized both the discounted cash flow

("DCF") method, and the capital asset pricing model ("CAPM"). These are

the two methods that RUCO and ACC Staff have consistently used for

calculating the cost of equity capital in rate case proceedings in the past,

and are the methodologies that the ACC has given the most weight to in

setting allowed rates of returns for utilities that operate in the Arizona

jurisdiction. In this third section I will also provide a brief overview of the

A.

A.

Q.

A.

A.

Q.

Q.

Q.

4
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1

2

3

4

5

current economic climate that APS is operating in. Fourth, I will discuss

my recommended cost of debt. Fifth, I will compare my recommended

capital structure with the Company-proposed capital structure. Sixth, I will

explain my weighted cost of capital recommendation and seventh, I will

comment on APS' cost of capital testimony. Schedules WAR-1 through

6 WAR-9 will provide support for my cost of capital analysis.

7

8 Please summarize the recommendations and adjustments that you will

9

10

address in your testimony.

Based on the results of my analysis of Aps, I am making the following

11 recommendations:

12

13

14

Cost of Equity Capital .- I am recommending a 9.60 percent cost of equity

capital. This 9.60 percent figure is based on the results that I obtained in

15

16

my cost of equity analysis, which employed both the DCF and CAPM

methodologies.

17

18

19

20

Cost of Debt - I am recommending that the Commission adopt a 5.48

percent cost of long-term debt. This is based on my review of the costs

associated with the various debt instruments issued by APS to finance the

21 Company's assets devoted to the provision of service.

22

A.

Q.

5
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1 Capital Structure

2

I am recommending that the Company-proposed

adjusted capital structure, which is comprised of 46.21 percent long-term

3 debt and 53.79 percent common equity, be adopted by the Commission.

4

5

6

7

8

Cost of Capital - Based on the results of my recommended capital

structure, cost of debt, and cost of equity analyses, I am recommending a

7.70 percent cost of capital for APS. This figure represents the weighted

cost of my recommended cost of long-term debt and my recommended

9 cost of common equity.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Why do you believe that your recommended 7.70 percent cost of capital is

an appropriate rate of return for APS to earn on its invested capital?

The 7.70 percent cost of capital figure that I have recommended meets

the criteria established in the landmark Supreme Court cases of Bluefield

Water Works & Improvement Co. v. Public Service Commission of West

Virginia (262 U.S. 679, 1923) and Federal Power Commission v. Hope

Natural Gas Company (320 U.S. 391, 1944). Simply stated, these two

cases affirmed that a public utility that is efficiently and economically

managed is entitled to a return on investment that instills confidence in its

financial soundness, allows the utility to attract capital, and also allows the

utility to perform its duty to provide service to ratepayers. The rate of

return adopted for the utility should also be comparable to a return that

investors would expect to receive from investments with similar risk.

A.

Q.

6
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1

2

3

4

5

6

The Hope decision allows for the rate of return to cover both the operating

expenses and the "capital costs of the business" which includes interest

on debt and dividend payment to shareholders. This is predicated on the

belief that, in the long run, a company that cannot meet its debt obligations

and provide its shareholders with an adequate rate of return will not

continue to supply adequate public utility service to ratepayers.

7

8

9

10

11

12

13

14

15

16

Do the Bluefield and Hope decisions indicate that a rate of return sufficient

to cover all operating and capital costs is guaranteed?

No. Neither case guarantees a rate of return on utility investment. What

the Bluefield and Hope decisions do allow, is for a utility to be provided

with the opportunity to earn a reasonable rate of return on its investment.

That is to say that a utility, such as APS, is provided with the opportunity

to earn an appropriate rate of return if the Company's management

exercises good judgment and manages its assets and resources in a

manner that is both prudent and economically efficient.

17

18 COST OF EQUITY CAPITAL

19

20

21

22

23

What is your recommended cost of equity capital for APS?

Based on the results of my DCF and CAPM analyses, which ranged from

6.24 percent to 12.26 percent for a sample of electric providers, I am

recommending a 9.60 percent cost of equity capital for APS. My

recommended 9.60 percent figure represents a mean average of the

A.

Q.

A.

Q.

7
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1

2

results of my DCF and CAPM analyses, which utilized a sample of publicly

traded electric companies.

3

4 Discounted Cash Flow (DCF) Method

5

6

7 A.

8

g

10

11

12

Please explain the DCF method that you used to estimate Aps' cost of

equity capital.

The DCF method employs a stock valuation model known as the constant

growth valuation model, that bears the name of Dr. Myron J. Gordon (i.e.

the Gordon model), the professor of finance who was responsible for its

development. Simply stated, the DCF model is based on the premise that

the current price of a given share of common stock is determined by the

present value of all of the future cash flows that will be generated by that

share of common stock. The rate that is used to discount these cash13

14 flows back to their present value is often referred to as the investor's cost

15

16

17

18

19

20

21

22

23

of capital (i.e. the cost at which an investor is willing to forego other

investments in favor of the one that he or she has chosen).

Another way of looking at the investor's cost of capital is to consider it from

the standpoint of a company that is offering its shares of stock to the

investing public. In order to raise capital, through the sale of common

stock, a company must provide a required rate of return on its stock that

will attract investors to commit funds to that particular investment. In this

respect, the terms "cost of capital" and "investor's required return" are one

in the same. For common stock, this required return is a function of the

Q.

8
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1

2

3

4

dividend that is paid on the stock. The investor's required rate of return

can be expressed as the percentage of the dividend that is paid on the

stock (dividend yield) plus an expected rate of future dividend growth.

This is illustrated in mathematical terms by the following formula:

k
DI +
PT

g
5

where: k = the required return (cost of equity, equity capitalization rate),
6

DI
PT

the dividend yield of a given share of stock calculated
7

by dividing the expected dividend by the current market

8

price of the given share of stock, and

9

g = the expected rate of future dividend growth
10

11

12

This formula is the basis for the standard growth valuation model that I

used to determine APS' cost of equity capital. It is similar to the model

13 used by the Company.

14

15

16

17

18

19

20

In determining the rate of future dividend growth for APS, what

assumptions did you make?

There are two primary assumptions regarding dividend growth that must

be made when using the DCF method. First, dividends will grow by a

constant rate into perpetuity, and second, the dividend payout ratio will

remain at a constant rate. Both of these assumptions are predicated on

A.

Q.

9
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1 the traditional DCF model's basic underlying assumption that a company's

2 earnings, dividends, book value and share growth all increase at the same

3 constant rate of growth into infinity. Given these assumptions, if the

4 dividend payout ratio remains constant, so does the earnings retention

5 ratio (the percentage of earnings that are retained by the company as

6 opposed to being paid out in dividends). This being the case, a

7 company's dividend growth can be measured by multiplying its retention

8 ratio (1 - dividend payout ratio) by its book return on equity. This can be

9 stated as g = b x r.

10

11 Would you please provide an example that will illustrate the relationship

12 that earnings, the dividend payout ratio and book value have with dividend

13 growth?

14 RUCO consultant Stephen Hill illustrated this relationship in a Citizens

15 Utilities Company 1993 rate case by using a hypothetical utility.2

Table I

Year 1

$10.00

Year 2

$10.40

Year 4

$1 1 .25

Year 5

$11 .70

16

17

18

19

20

21

22

23

Book Value

Equi ty Return

Eam i ngs l Sh ,

Payout  Rat io

Div idend/Sh

1 0 %

$1.04

0.60

Year 3

$10.82

1 0 %

$1.082

0.60

1 0 %

$1.125

0.60

1 0 %

Growth

4 . 00%

N / A

4 . 00%

N/A

1 0 %

$1 .00

0 . 60

$0.60 $0.624 $0.649 $0.675

$1 .170

0.60

$0.702 4 . 00%

C i t i zens  U t i l i t i e s  C om pany ,  A r i zona  G as  D i v i s i on ,  D ocke t  N o .  E -1032 -93 -111 ,  P repa red
Test imony of  Stephen G.  Hi l l ,  dated December 10,  1993,  pages 25 - 32.

2

A.

Q.

1 0
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1

2

3

4

5

6

Table I of Mr. HilTs illustration presents data for a five-year period on his

hypothetical utility. In Year 1, the utility had a common equity or book

value of $10.00 per share, an investor-expected equity return of ten

percent, and a dividend payout ratio of sixty percent. This results in

earnings per share of $1 .00 ($10.00 book value x 10 percent equity return)

and a dividend of $0.60 ($1.00 earnings/sh. x 0.60 payout ratio) during

7 Year 1. Because forty percent (1 0.60 payout ratio) of the utility's

8

9

earnings are retained as opposed to being paid out to investors, book

value increases to $10.40 in Year 2 of Mr. Hill's illustration. Table l

10 presents the results of this continuing scenario over the remaining five-

11

12

13

14

year period .

The results displayed in Table I demonstrate that under "steady-state" (i.e.

constant) conditions, book value, earnings and dividends all grow at the

same constant rate. The table further illustrates that the dividend growth

15

16

17

rate, as discussed earlier, is a function of (1) the internally generated

funds or earnings that are retained by a company to become new equity,

and (2) the return that an investor earns on that new equity. The DCF

18 b x r, is also referred to as the

19

dividend growth rate, expressed as g

internal or sustainable growth rate.

20

21

22

23

11
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1

2

If earnings and dividends both grow at the same rate as book value,

shouldn't that rate be the sole factor in determining the DCF growth rate?

3 No. Possible changes in the expected rate of return on either common

4 equity or the dividend payout ratio make earnings and dividend growth by

themselves unreliable. This can be seen in the continuation of Mr. Hill's5

6

7

8

9

10

11

12

13

14

Book Value

Equity Return

Earnings/Sh

Payout Ratio

Dividend/Sh

illustration on a hypothetical utility.

Table ll

Year 3

$10.82

15%

$1.623

0.60

$0.974

Year 1

$10.00

10%

$1 .00

0.60

$0.60

Year 2

$10.40

10%

$1 .04

0.60

$0.624

Year 4

$11 .47

15%

$1 .720

0.60

$1 .032

Year 5

$12.158

15%

$1 .824

0.60

$1 .094

Growth

5.00%

10.67%

16.20%

N/A

16.20%

15

16

17

18

19

20

21

In the example displayed in Table ll, a sustainable growth rate of four

percents exists in Year 1 and Year 2 (as in the prior example). In Year 3,

Year 4 and Year 5, however, the sustainable growth rate increases to six

percent.4 If the hypothetical utility in Mr. Hill's illustration were expected to

earn a fifteen-percent return on common equity on a continuing basis,

then a six percent long-term rate of growth would be reasonable.

the compound growth rates for earnings and dividends,However,

22 displayed in the last column, are 16.20 percent. If this rate were to be

3 [ ( Year 2 Earnings/Sh
$1.001 = [ $0.04 + $1 .00 1

Year 1 Earnings/Sh )
4.00%

Year 1 Earnings/Sh ] = [ ( $1.04 - $1.00 )

4 [( 1 - Payout Ratio ) x Rate of Return ] = [( 1 0.60 )x 15.00% ] = 0.40 X 15.00% =6.00%

A.

Q.
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1 used in the DCF model, the utility's return on common equity would be

2 expected to increase by fifty percent every five years, [(15 percent 10

3

4

5

6

7

8

percent) .-- 1]. This is clearly an unrealistic expectation.

Although it is not illustrated in Mr. HilTs hypothetical example, a change

only in the dividend payout ratio will eventually result in a utility paying out

more in dividends than it earns. while it is not uncommon for a utility in

the real world to have a dividend payout ratio that exceeds one hundred

percent on occasion, it would be unrealistic to expect the practice to

9 continue over a sustained long-term period of time.

10

11

12

13

Other than the retention of internally generated funds, as illustrated in Mr.

HilTs hypothetical example, are there any other sources of new equity

capital that can influence an investor's growth expectations for a given

14 company?

15 Yes, a company can raise new equity capital externally. The best

16

17

18

19

example of external funding would be the sale of new shares of common

stock. This would create additional equity for the issuer and is often the

case with utilities that are either in the process of acquiring smaller

systems or providing service to rapidly growing areas.

20

21

22

23

A.

Q.

13
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1 How does external equity financing influence the growth expectations held

2

3

4

5

6

7 base).

8

by investors?

Rational investors will put their available funds into investments that will

either meet or exceed their given cost of capital (i.e. the return earned on

their investment). In the case of a utility, the book value of a company's

stock usually mirrors the equity portion of its rate base (the utility's earning

Because regulators allow utilities the opportunity to earn a

reasonable rate of return on rate base, an investor would take into

9 consideration the effect that a change in book value would have on the

10

11

12

13

14

15

rate of return that he or she would expect the utility to earn. If an investor

believes that a utility's book value (i.e. the utility's earning base) will

increase, then he or she would expect the return on the utility's common

stock to increase. If this positive trend in book value continues over an

extended period of time, an investor would have a reasonable expectation

for sustained long-term growth.

16

17

18

19

20

21

22

23

Please provide an example of how external financing affects a utility's

book value of equity.

As I explained earlier, one way that a utility can increase its equity is by

selling new shares of common stock on the open market. If these new

shares are purchased at prices that are higher than those shares sold

previously, the utility's book value per share will increase in value. This

would increase both the earnings base of the utility and the earnings

A.

Q.

Q.

A.

14
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1

2

3

expectations of investors. However, if new shares sold at a price below

the pre-sale book value per share, the after-sale book value per share

declines in value. If this downward trend continues over time, investors

4

5

6

7

8

might view this as a decline in the utility's sustainable growth rate and will

have lower expectations regarding growth. Using this same logic, if a new

stock issue sells at a price per share that is the same as the pre-sale book

value per share, there would be no impact on either the utility's earnings

base or investor expectations.

9

10 Please explain how the external component of the DCF growth rate is

determined.11

12

13

14

In his book, The Cost of Capital to a Public Utility,5 Dr. Gordon (the

individual responsible for the development of the DCF or constant growth

model) identified a growth rate that includes both expected internal and

15 The mathematical expression for Dr.

16

external financing components.

Gordon's growth rate is as follows:

17

18 where: g

b19

Q = ( br ) + ( sv )

DCF expected growth rate,

the earnings retention ratio,

20 r the return on common equity,

21 s the fraction of new common stock sold that

22 accrues to a current shareholder, and

5 Gordon, M.J., The Cost of Capital to a Public Utility, East Lansing, MI: Michigan State
University, 1974, pp. 30-33.

A.

Q.

15
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1 v funds raised from the sale of stock as a fraction

2 of existing equity.

and v
1 BV

MP( )
3

4 where: BV

5 MP

book value per share of common stock, and

the market price per share of common stock.

6

7

8

Did you include the effect of external equity financing on long-term growth

rate expectations in your analysis of expected dividend growth for the DCF

model?9

10

11

12

Yes. The external growth rate estimate (sv) is displayed on Page 1 of

Schedule WAR-4, where it is added to the internal growth rate estimate

(Br) to arrive at a final sustainable growth rate estimate.

13

14

15

16

17

18

19

20

21

22

Please explain why your calculation of external growth on page 2 of

Schedule WAR-4, is the current market-to-book ratio averaged with 1.0 in

the equation [(M / B) + 1] / 2.

The market price of a utility's common stock will tend to move toward book

value, or a market-to-book ratio of 1.0, if regulators allow a rate of return

that is equal to the cost of capital (one of the desired effects of regulation).

As a result of this situation, I used [(M / B) + 1] / 2 as opposed to the

current market-to-book ratio by itself to represent investor's expectations

that, in the future, a given utility will achieve a market-to-book ratio of 1.0.

A.

Q.

A.

Q.

16
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1 The same holds true for a utility (such as Ape' Parent or three of the other

2 electric utilities included in my sample) which has a market-to-book ratio of

3 less than 1.0.

4

5 Has the Commission ever adopted a cost of capital estimate that included

6

7

8

this assumption?

Yes. In a Southwest Gas Corporation rate cases decided in February of

2006, the Commission adopted the recommendations of ACC Staff's cost

9 of capital witness, Stephen Hill, who I noted earlier in my testimony. In

10

11

12

13

14

that case, Mr. Hill used the same methods that I have used in arriving at

the inputs for the DCF model. His final recommendation for Southwest

Gas Corporation was largely based on the results of his DCF analysis,

which incorporated the same valid market-to-book ratio assumption that l

have used consistently in the DCF model as a cost of capital witness for

15 RUCO.

16

17

18

19

How did you develop your dividend growth rate estimate?

I analyzed data on a proxy group consisting of seventeen electric utility

companies that have similar operating characteristics to Aps.

20

21

22

e Decision No. 68487, Dated February 23, 2006 (Docket No. G-01551A-04-0876)

A.

Q.

Q.

A.

17
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1

2

3

4

5

6

Why did you use a proxy group methodology as opposed to a direct

analysis of APS?

One of the problems in performing this type of analysis is that the utility

applying for a rate increase is not always a publicly traded company, as is

the case with APS itself. Although shares of Aps' parent company,

Pinnacle West, are traded on the NYSE, there is no financial data

7

8

9

available on dividends paid on publicly held shares of APS. Consequently

it was necessary to create a proxy by analyzing publicly traded electric

companies with similar risk characteristics.

10

11

12

13

14

Are there any other advantages to the use of a proxy?

Yes. As I noted earlier, the U.S. Supreme Court ruled in the Hope

decision that a utility is entitled to earn a rate of return that is

commensurate with the returns on investments of other firms with

15

16

17

18

comparable risk. The proxy technique that I have used derives that rate of

return. One other advantage to using a sample of companies is that it

reduces the possible impact that any undetected biases, anomalies, or

measurement errors may have on the DCF growth estimate.

19

20 What criteria did you use in selecting the companies that make up your

21

22

23

proxy for APS?

With the exception of three electric companies, I chose the same sample

of electric providers that were used by Aps' cost of capital witness,

A.

A.

Q.

A.

Q.

Q.

18
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1

2

3

4

5

6

7

8

9

10

William E. Avera, Ph.D. All of the electric utility companies in my sample

with the exception of three were used by Dr. Avera in his electric utility

proxy group. Each of the electric utilities included in our samples are

publicly traded on the NYSE, with the exception of Otter Tail Corporation,

and are followed by Value Line's electric utility (east, central and west)

industry segments. Otter Tail Corporation is traded on the NASDAQ7

which is also a major U.S. stock exchange. Each of the companies in the

proxy are engaged in the provision of regulated electric utility services.

Attachment A of my testimony contains Value Line's most recent

evaluation of the regional electric utility proxy group that l used for my cost

11 of common equity analysis.

12

13

14

What companies are included your proxy?

Schedule WAR-2 lists the seventeen electric service providers included in

15 my proxy and their NYSE/NASDAQ ticker symbols.

16

17

18

19

20

21

Did the Company's witness also perform a similar analysis using electric

utility companies?

Yes. As I noted earlier, the Company's witness, Dr. Avera, performed a

similar analysis that used all but three of the publicly traded electric utility

companies included in my sample.

22

7 Nat ional  Associat ion of  Securi t ies Dealers Automated Quotat ion system

A.

Q.

A.

Q.
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1 What three electric companies did you exclude from your sample?

2 excludes Constellation Energy Group, Inc., Energy

3

My sample

Corporation, and Great Plains Energy Incorporated.

4

5

6

7

8

9

10

11

12

13

14

Why did you exclude these three electric service providers from your

sample?

In September of 2008, the management of Constellation Energy Group,

Inc. accepted a buyout offer from MidAmerican Energy (a subsidiary of

Warren Buffet's Berkshire Hathaway, Inc.). Consequently Value Line has

suspended its projections on future performance because MidAmerican

Energy's offer is now driving the price of Constellation Energy Group,

lnc.'s stock. Value Line has also suspended its projections on Energy

Corporation as a result of recent heavy hurricane damage to that utility's

assets in the State of Louisiana. My decision to eliminate Great Plains

15

16

17

18

Energy Incorporated from my sample was based on non-meaningful Value

Line projected sustainable growth information for the 2008 and 2009

operating periods. Because of the circumstances that l've just described, f

did not consider the aforementioned electric utilities to be suitable for my

19 cost of equity sample.

20

21

22

23

A.

A.

Q.

Q.
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1

2

3

4

5

Please explain your DCF growth rate calculations for the sample

companies used in your proxy.

Schedule WAR-5 provides retention ratios, returns on book equity, internal

growth rates, book values per share, numbers of shares outstanding, and

the compounded share growth for each of the utilities included in the

6 sample for the historical observation period 2003 to 2007. Schedule

7

8

9

10

WAR-5 also includes Value Line's projected 2008, 2009 and 2011-13

values for the retention ratio, return on book equity, book value per share

growth rate, and number of shares outstanding for the electric utility

companies in my sample.

11

12

13

14

15

16

Please describe how you used the information displayed in Schedule

WAR-5 to estimate each comparable utility's dividend growth rate.

In explaining my analysis, l will use Ameren Corp., (NYSE symbol AEE)

as an example. The first dividend growth component that I evaluated was

the internal growth rate. l used the "b x r" formula (described on pages 10

17

18

19

20

21

22

23

and 11 of my testimony) to multiply AEE's earned return on common

equity by its earnings retention ratio for each year in the 2003 to 2007

observation period to derive the utility's annual internal growth rates. I

used the mean average of this five-year period as a benchmark against

which I compared the projected growth rate trends provided by Value Line.

Because an investor is more likely to be influenced by recent growth

trends, as opposed to historical averages, the five-year mean noted earlier

A.

Q.

A.

Q.
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1

2

3

4

5

was used only as a benchmark figure. As shown on Schedule WAR-5,

Page 1, AEE's sustainable internal growth rate ranged from 2.22 percent

in 2003 to 2.16 percent in 2007. The company's growth rates experienced

an up and down pattern during the observation period, resulting in a 1.49

percent average over the 2003 to 2007 time frame. Value Line's analysts

6

7

8

9

10

are forecasting a drop in AEE's rate of sustainable growth to 1.72 percent

during 2008 before AEE's sustainable growth rate increases to 2.08

percent in 2009 and 2.70 percent during the 2011-13. Based on my

analysis of the aforementioned projections and estimates, I believe that a

2.25 percent rate of internal sustainable growth is reasonable for AEE.

11

12 Please continue with the external growth rate component portion of your

13

14

15

analysis.

Schedule WAR-5 demonstrates that AEE's share growth averaged 6.39

percent over the 2003 - 2007 observation period. However, Value Line

16

17

18

19

20

21

22

expects future outstanding shares to increase from 208.73 million in 2007

to 222.00 million by the end of 2013. Taking this data into consideration, I

am estimating a 1.00 percent rate of share growth for AEE over the period

of 2008 through 2013 (Schedule WAR-4, Page 2, Column A, Line 2).

My final dividend growth rate estimate for AEE is 4.24 percent (2.25

percent internal growth + 1.99 percent external growth) and is shown on

Schedule WAR-4, Page 1.

23

Q.

A.
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1

2

3

4

What is your average dividend growth rate estimate using the DCF model

for the sample electric utilities?

Based on the DCF model, my average dividend growth rate estimate is

7.13 percent, which is also displayed on Schedule WAR-4, Page 1.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

How do your average dividend growth rate estimates compare with the

growth rate data published by Value Line and other analysts?

As can be seen in Schedule WAR-6, my 7.13 percent estimate is 158

basis points higher than the 5.55 percent average of Value Line's and

Zacks Investment Research's ("Zacks") projected and historic averages of

earnings per share, dividends per share and book value per share. My

7.13 percent estimate is also 59 basis points higher than Value Line's 6.54

percent 5-year historic compound history. Both the Value Line and Zacks

earnings projections (Attachment B) indicate that investors are expecting

increased performance from electric utility companies in the future. Based

on the information presented in Schedule WAR-6, I would say that my

7.13 percent estimate, which is close to Zacks' 7.64 percent projected

EPS estimate, is a fair representation of the growth projections presented

by securities analysts at this point in time.

20

21

22

23

How did you calculate the dividend yields displayed in Schedule WAR-3?

I used the estimated annual dividends, for the next twelve-month period,

that appeared in Value Line's most recent (i.e. September 26, 2008,

A.

A.

Q.

Q.

A.

Q.
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1

2

3

4

5

6

November 7, 2008 and November 28, 2008) Ratings and Reports for the

Electric Utility (Central, West and East) industry updates. I then divided

those figures by the eight-week average price per share of the appropriate

utility's common stock. The eight-week average price is based on the

daily closing stock prices for each of the companies in my proxies for the

period September 29, 2008 to November 21, 2008.

7

8

9

10

Based on the results of your DCF analysis, what is your cost of equity

capital estimate for the electric utilities included in your sample?

As shown in Schedule WAR-2, the cost of equity capital derived from my

11 DCF analysis is 12.26 percent.

12

13 Capital Asset Pricing Model (CAPM) Method

14

15

16

17

18

19

20

Please explain the theory behind CAPM and why you decided to use it as

an equity capital valuation method in this proceeding.

CAPM is a mathematical tool that was developed during the early 1960's

by William F. Sharped, the Tim ken Professor Emeritus of Finance at

Stanford University, who shared the 1990 Nobel Prize in Economics for

research that eventually resulted in the CAPM model. CAPM is used to

analyze the relationships between rates of return on various assets and

William F. Sharpe, "A Simplified Model of Portfolio Analysis,"Manaqement Science, Vol. 9, No.
2 (January 1963), pp. 277-93.

8

A.

Q.

Q.

A.
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1 risk as measured by beta.9 In this regard, CAPM can help an investor to

2 determine how much risk is associated with a given investment so that he

3 or she can decide if that investment meets their individual preferences.

4 Finance theory has always held that as the risk associated with a given

5 investment increases, so should the expected rate of return on that

6 investment and vice versa. According to CAPM theory, risk can be

7 classified into two specific forms:. nonsystematic or diversifiable risk, and

8 systematic or non-diversifiable risk. While nonsystematic risk can be

9 virtually eliminated through diversification (i.e. by including stocks of

10 various companies in various industries in a portfolio of securities),

11 systematic risk, on the other hand, cannot be eliminated by diversification.

12 Thus, systematic risk is the only risk of importance to investors. Simply

13 stated, the underlying theory behind CAPM states that the expected return

14 on a given investment is the sum of a risk-free rate of return plus a market

15 risk premium that is proportional to the systematic (non-diversifiable risk)

16 associated with that investment. In mathematical terms, the formula is as

17 follows:

18 k=llf+[8(rm'rf)]

19 where: k the expected return of a given security,

20 ff risk-free rate of ret rn ,

9 Beta is defined as an index of volatility, or risk, in the return of an asset relative to the return of
a market portfolio of assets. It is a measure of systematic or non-diversifiable risk. The returns
on a stock with a beta of 1.0 will mirror the returns of the overall stock market. The returns on
stocks with betas greater than 1.0 are more volatile or riskier than those of the overall stock
market, and if a stock's beta is less than 1.0, its returns are less volatile or riskier than the overall
stock market.
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1 (3 beta coefficient, a statistical measurement of a

2

3 rm

4 rm- rf

security's systematic risk,

average market return (e.g. s8.p 500), and

market risk premium.

5

6 What types of financial instruments are generally used as a proxy for the

risk-free rate of return in the CAPM model?7

8

9

Generally speaking, the yields of U.S. Treasury instruments are used by

analysts as a proxy for the risk-free rate of return component.

10

11

12

13

14

Please explain why U.S. Treasury instruments are regarded as a suitable

proxy for the risk-free rate of return?

As citizens and investors, we would like to believe that U.S. Treasury

securities (which are backed by the full faith and credit of the United

15

16

17

18

19

20

States Government) pose no threat of default no matter what their maturity

dates are. However, a comparison of various Treasury instruments will

reveal that those with longer maturity dates do have slightly higher yields.

Treasury yields are comprised of two separate components,10 a real rate

of interest (believed to be approximately 2.00 percent) and an inflationary

expectation. When the real rate of interest is subtracted from the total

21 treasury yield, all that remains is the inflationary expectation. Because

10 As a general rule of thumb, there are three components that make up a given interest rate or
rate of return on a security: the real rate of interest, an inflationary expectation, and a risk
premium. The approximate risk premium of a given security can be determined by simply
subtracting a 91 -day T-Bill rate from the yield on the security,

A.

A.

Q.

Q.
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1

2

increased inflation represents a potential capital loss, or risk, to investors,

a higher inflationary expectation by itself represents a degree of risk to an

3 investor.

4 standpoint.

Another way of looking at this is from an opportunity cost

When an investor locks up funds in long-term T-Bonds,

5

6

7

compensation must be provided for future investment opportunities

foregone. This is often described as maturity or interest rate risk and it

can affect an investor adversely if market rates increase before the

8

9

10

instrument matures (a rise in interest rates would decrease the value of

the debt instrument). As discussed earlier in the DCF portion of my

testimony, this compensation translates into higher rates of returns to the

11 investor.

12

13 What security did you use for a risk-free rate of return in your CAPM

14

15

15

17

18

analysis?

I used the most recent yield on a 5-year U.S. Treasury instrument which

was published in Value Line's November 28, 2008 Selection and Opinion

publication. (Attachment C). This resulted in a risk-free (rf) rate of return

of 2.02 percent.

19

20

21

22

Why did you use the yield on a 5-year year U.S. Treasury instrument as

opposed to a short-term T-Bill?

While a shorter term instrument, such as a 91-day T-Bill, presents the

23 lowest possible total risk to an investor, a good argument can be made

Q.

A.

A.

Q.
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1

2

3

4

5

6

that the yield on an instrument that matches the investment period of the

asset being analyzed in the CAPM model should be used as the risk-free

rate of return. Since utilities in Arizona generally file for rates every three

to five years, the yield on a 5-year U.S. Treasury instrument closely

matches the investment period or, in the case of regulated utilities, the

period that new rates will be in effect.

7

8

9

10

11

12

13

14

15

16

17

How did you calculate the market risk premium used in your CAPM

analysis?

I used both a geometric and an arithmetic mean of the historical returns on

the S&P 500 index from 1926 to 2007" as the proxy for the market rate of

return (rm). For the risk-free portion of the risk premium component (rf), I

used the geometric mean of the yields of intermediate-term government

bonds for the same eighty-one year period. The risk premium (rm - rf) that

results by using these inputs is 5.10 percent (10.40% - 5.30% = 5.10%).

The risk premium that results by using the arithmetic mean calculation is

6.80 percent (12.30% - 5.50% =6.80%).

18

19 How did you select the beta coefficients that were used in your CAPM

20 model?

21

22

The beta coefficients (IS), for the electric utilities used in my proxy, were

calculated by Value Line and were published in the most recent updates

The historical information used to develop the market risk premium was published in
Morningstar's Stocks Bonds bills and Inflation 2008 Yearbook.

11

A.

Q.

A.

Q.
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1

2

3

4

5

6

7

8

(Le. September 26, 2008, November 7, 2008 and November 28, 2008) for

the Central, West and East regional electric providers in my sample.

Value Line calculates its betas by using a regression analysis between

weekly percentage changes in the market price of the security being

analyzed and weekly percentage changes in the NYSE Composite index

over a five-year period. The betas are then adjusted by Value Line for

their long-term tendency to converge toward 1.00. The beta coefficients

for the LDC's included in my sample ranged from 0.60 to 1.00 with an

9 average beta of 0.83.

10

11

12

13

14

15

What are the results of your CAPM analysis?

As shown on pages 1 and 2 of Schedule WAR-7, my CAPM calculation

using a geometric mean for rm results in an average expected return of

6.24 percent. My calculation using an arithmetic mean results in an

average expected return of 7.64 percent.

16

17 Please summarize the results derived under each of the methodologies

18

to

20

presented in your testimony.

The following is a summary of the cost of equity capital derived under

each methodology used:

M E T H O D R E S U L T S

21

22

23

24

D C F

C A P M

12.26%

6.24% . - 7.64%

A.

Q.

A.

Q.
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1

2

3

Based on these results, my best estimate of an appropriate range for a

cost of common equity for APS is 6.24 percent to 12.26 percent. My final

recommendation for APS is 9.60 percent.

4

5 Q How did you arrive at your recommended 9.60 percent cost of common

6

7

8

equity?

My recommended 9.60 percent cost of common equity is the average of

my DCF and CAPM results. The calculation can be seen on Page 3 of

Schedule WAR-1 .9

10

11

12

13

14

15

How does your recommended cost of equity capital compare with the cost

of equity capital proposed by the Company?

Dr. Avera is recommending an 11.50 percent cost of equity for APS, which

is 190 basis points higher than the 9.60 percent cost of equity capital that I

am recommending.

16

17 Current Economic Environment

18

19

Please explain why it is necessary to consider the current economic

environment when performing a cost of equity capital analysis for a

20

21

regulated utility.

Consideration of the economic environment is necessary because trends

22

23

in interest rates, present and projected levels of inflation, and the overall

state of the U.S. economy determine the rates of return that investors earn

A.

A.

Q.

A.

Q.
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1 on their invested funds. Each of these factors represent potential risks

2 that must be weighed when estimating the cost of equity capital for a

3 regulated utility and are, most often, the same factors considered by

4 individuals who are also investing in non-regulated entities.

5

6 Please discuss your analysis of the current economic environment.

7 My analysis includes a brief review of the economic events that have

8 occurred since 1990. Schedule WAR-8 displays various economic

9 indicators and other data that I will refer to during this portion of my

10 testimony.

11 In 1991, as measured by the most recently revised annual change in

12 gross domestic product ("GDP"), the U.S. economy experienced a rate of

13 growth of negative 0.20 percent. This decline in GDP marked the

14 beginning of a mild recession that ended sometime before the end of the

15 first half of 1992. Reacting to this situation, the Federal Reserve Board

16 ("Federal Reserve" or "Fed"), then chaired by noted economist Alan

17 Greenspan, lowered its benchmark federal funds rate" in an effort to

18 further loosen monetary constraints - an action that resulted in lower

19 interest rates.

20

12 This i s  the in terest  rate charged by banks wi th excess reserves at  a Federal  Reserve d ist r i c t
bank to  banks needing overn ight  l oans to  meet  reserve requi rements.  The federa l  f unds ra te  i s
the most  sensi t i ve indicator of  the d i rect ion of  in terest  rates,  s ince i t  i s  set  dai l y  by the market ,
unl i ke the pr ime rate and the d iscount  rate,  which are per iodical l y  changed by banks and by the
Federai  Reserve Board,  respect ively.

A.

Q.
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1

2

3

4

5

6

During this same period, the nation's major money center banks followed

the Federal Reserve's lead and began lowering their interest rates as well.

By the end of the fourth quarter of 1993, the prime rate (the rate charged

by banks to their best customers) had dropped to 6.00 percent from a

1990 level of 10.01 percent. In addition, the Federal Reserve's discount

rate on loans to its member banks had fallen to 3.00 percent and short-

term interest rates had declined to levels that had not been seen since7

8 1972.

9

10

11

12

13

14

15

16

Although GDP increased in 1992 and 1993, the Federal Reserve took

steps to increase interest rates beginning in February of 1994, in order to

keep inflation under control. By the end of 1995, the Federal discount rate

had risen to 5.21 percent. Once again, the banking community followed

the Federal Reserve's moves. The Fed's strategy, during this period, was

to engineer a "soft landing." That is to say that the Federal Reserve

wanted to foster a situation in which economic growth would be stabilized

17 without incurring either a prolonged recession or runaway inflation.

18

19 Did the Federal Reserve achieve its goals during this period?

20 Yes. The Fed's strategy of decreasing interest rates to stimulate the

21 economy worked. The annual change in GDP began an upward trend in

22 1992. A change of 4.50 percent and 4.20 percent were recorded at the

23 end of 1997 and 1998 respectively. Based on daily reports that were

Q.

A.
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1

2

3

4

5

6

7

8

9

presented in the mainstream print and broadcast media during most of

1999, there appeared to be little doubt among both economists and the

public at large that the U.S. was experiencing a period of robust economic

growth highlighted by low rates of unemployment and inflation. investors,

who believed that technology stocks and Internet company start-ups (with

little or no history of earnings) had high growth potential, purchased these

types of issues with enthusiasm. These types of investors, who exhibited

what former Chairman Greenspan described as "irrational exuberance,"

pushed stock prices and market indexes to all time highs from 1997 to

2000.10

11

12 What has been the state of the economy since 2001?

13

14

15

The U.S. economy entered into a recession near the end of the first

quarter of 2001. The bullish trend, which had characterized the last half of

the 1990's, had already run its course sometime during the third quarter of

16 2000. Economic data released since the beginning of 2001 had already

17

18

19

20

21

22

23

been disappointing during the months preceding the September 11, 2001

terrorist attacks on the World Trade Center and the Pentagon. Slower

growth figures, rising layoffs in the high technology manufacturing sector,

and falling equity prices (due to lower earnings expectations) prompted

the Fed to begin cutting interest rates as it had done in the early 1990's.

The now infamous terrorist attacks on New York City and Washington

D.C. marked a defining point in this economic slump and prompted the

A.

Q.
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1

2

3

4

Federal Reserve to continue its rate cutting actions through December

2001. Prior to the 9/11 attacks, commentators, reporting in both the

mainstream financial press and various economic publications including

Value Line, believed that the Federal Reserve was cutting rates in the

5 hope of avoiding a recession.

6

7

8

9

10

11

12

Despite several intervals during 2002 and 2003 in which the Federal Open

Market Committee ("FOMC") decided not to change interest rates - moves

which indicated that the worst may be over and that the recession might

have bottomed out during the last quarter of 2001 - a lackluster economy

persisted. The continuing economic malaise and even fears of possible

deflation prompted the FOMC to make a thirteenth rate cut on June 25,

13 2003. The quarter point out reduced the federal funds rate to 1.00

14 percent, the lowest level in forty-five years.

15

16

17

18

19

Even though some signs of economic strength, mainly attributed to

consumer spending, began to crop up during the latter part of 2002 and

into 2003, Chairman Greenspan appeared to be concerned with sharp

declines in capital spending in the business sector.

20

21

22

23

During the latter part of 2003, the FOMC went on record as saying that it

intended to leave interest rates low "for a considerable period." After its

two-day meeting that ended on January 28, 2004, the FOMC announced

34
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1

2

3

"that with inflation 'quite low' and plenty of excess capacity in the

economy, policy-makers 'can be patient in removing its policy

3cc0mm0dati0rl_13"

4

5 What actions has the Federal Reserve taken in terms of interest rates

6

7

8

9

10

11

12

13

14

15

16

since the beginning of 2001?

As noted earlier, from January 2001 to June 2003 the Federal Reserve cut

interest rates a total of thirteen times. During this period, the federal funds

rate fell from 6.50 percent to 1.00 percent. The FOMC reversed this trend

on June 29, 2004 and raised the federal funds rate 25 basis points to 1.25

percent. From June29, 2004 to January 31, 2006, the FOMC raised the

federal funds rate thirteen more times to a level of 4.50 percent.

The FOMC's January 31, 2006 meeting marked the final appearance of

Alan Greenspan, who had presided over the rate setting body for a total of

eighteen years. On that same day, Greenspan's successor, Ben

Bernanke, the former chairman of the President's Council of Economic

17

18

19

20

Advisers and a former Fed governor under Greenspan from 2002 to 2005,

was confirmed by the U.S. Senate to be the new Federal Reserve chief.

As expected by Fed watchers, Chairman Bernanke picked up where his

predecessor left off and increased the federal funds rate by 25 basis

21

22

points during each of the next three FOMC meetings for a total of

seventeen consecutive rate increases since June 2004, and raising the

13 Work, Martin, "Fed holds interest rates steady,"MSNBC, January 28, 2004.

A.

Q.
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1

2

3

federal funds rate to a level of 5.25 percent. The Fed's rate increase

campaign finally came to a halt at the FOMC meeting held on August 8,

2006, when the FOMC decided not to raise rates.

4

5 What was the reaction in the financial community to the Fed's decision not

6 to raise interest rates?

7 As in the past, banks followed the Fed's lead once again and held the

8

9

prime rate to a level of 8.25 percent, or 300 basis points higher than the

federal funds rate of 5.25 percent established on June 29, 2006.

10

11

12

How did analysts view the Fed's actions between January 2001 and

August 2006?

13

14

15

16

17

18

19

According to an article that appeared in the December 2, 2004 edition of

The Wall Street Journal, the FOMC's decision to begin raising rates two

years ago was viewed as a move to increase rates from emergency lows

in order to avoid creating an inflation problem in the future as opposed to

slowing down the strengthening economy.14 In other words, the Fed was

trying to head off inflation before it became a problem. During the period

following the August 8, 2006 FOMC meeting, the Fed's decisions not to

14 McKinnon, John D. and Greg IP, "Fed Raises Rates by a Quarter Point,"
Journal, September 22, 2004.

The Wall Street

A.

Q.

A.

Q.
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1 raise rates were viewed as a gamble that a slower U.S. economy would

2 help to cap growing inflationary pressures.15

3

4 Was the Fed attempting to engineer another "soft landing", as it did in the

5 mid-nineties, by holding interest rates steady?

6 Yes, however, as pointed out in an August 2006 article in The Wall Street

7 Journal by E.S. Browning, soft landings - l ike the one that the Fed

8 managed to pull off during the 1994-95 time frame, in which a recession or

9 a bear market were avoided - rarely happen"6. Since it began increasing

10 the federal funds rate in June 2004, the Fed had assured investors that it

11 would increase rates at a "measured" pace. Many analysts and

12 economists interpreted this language to mean that former Chairman

13 Greenspan would be cautious in increasing interest rates too quickly in

14 order to avoid what is considered to be one of the Fed's few blunders

15 during Greenspan's tenure - a series of increases in 1994 that caught the

16 financial markets by surprise after a long period of low rates. The rapid

17 rise in rates contributed to the bankruptcy of Orange County, California

18 and the Mexican peso crisis". According to Mr. Browning, at the time that

19 his article was published, the hope was that Chairman Bernanke would

15 In, Greg,"Fed Holds Interest Rates Steady As Slowdown Outweighs Inflation,"The Wall Street
Journal Online Edition, August 8, 2006.

16 Browning, E.S, "Not Too Fast, Not Too Slow..
21, 2006.

as
°l The Wall Street Journal Online Edition, August

17 Associated Press (AP), "Fed begins debating interest rates"USA Today, June 29, 2004.

A.

Q.
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1

2

3

succeed in slowing the economy "just enough to prevent serious inflation,

but not enough to choke off growth." In other words, "a 'Goldilocks

economy,' in which growth is not too hot and not too cold."

4

5

6

7

8

9

10

11

12

13

14

Was the Fed's attempt to engineer a soft landing successful during the

period that followed the August 8, 2006 FOMC meeting?

It would appear so. Articles published in the mainstream financial press

were generally upbeat on the economy during that period. An example of

this is an article written by Nell Henderson that appeared in the January

30, 2007 edition of The Washington Post. According to Ms. Henderson, "a

year into [Fed Chairman] Bernanke's tenure, the [economic] picture has

turned considerably brighter. Inflation is falling, unemployment is low,

wages are rising, and the economy, despite continued problems in

housing, is growing at a brisk clip.,,18

15

16

17

18

19

20

21

22

What has been the state of the economy over the past two years?

Reports in the mainstream financial press during the majority of 2007

reflected the view that the U.S. economy was slowing as a result of a

worsening situation in the housing market and higher oil prices. The

overall outlook for the economy was one of only moderate growth at best.

Also during this period the Fed's key measure of inflation began to exceed

the rate setting body's comfort level.

18 Henderson, Nell, "Bullish on Bernanke" The Washington Post, January 30, 2007.

A.

Q.

A.

Q.
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1

2

3

4

5

6

7

8

9

10

11

On August 7, 2007, the FOMC decided not to increase or decrease the

federal funds rate for the ninth straight time and left its target rate

unchanged at 5.25 percent.19 At the time of the Fed's decision, analysts

speculated that a rate cut over the next several months was unlikely given

the Fed's concern that inflation would fail to moderate. However, during

this same period, evidence of an even slower economy and a possible

recession was beginning to surface. Within days of the Fed's decision to

stand pat on rates, a borrowing crises rooted in a deterioration of the

market for subprime mortgages and securities linked to them, forced the

Fed to inject $24 billion in funds (raised through open market operations)

into the credit markets.2° By Friday, August 17, 2007, after a turbulent

12 week on Wall Street, the Fed made the decision to lower its discount rate

13

14

15

16

(i.e. the rate charged on direct loans to banks) by 50 basis points, from

6.25 percent to 5.75 percent, and took steps to encourage banks to

borrow from the Fed's discount window in order to provide liquidity to

lenders. According to an article that appeared in the August t8, 2007

edition of The Wall Street Journal, 21 the Fed had used all of its tools to17

18

19

restore normalcy to the financial markets. If the markets failed to settle

down, the Fed's only weapon left was to cut the Federal Funds rate -

19 Ip, Greg, "Markets Gyrate As Fed Straddles Inflation, Growth"The Wall Street Journal, August
8, 2007

20 up, Greg, "Fed Enters Market To Tamp Down Rate"The Wall Street Journal, August 9, 2007

21 In, Greg, Robin Sydel and Randall Smith, "Fed Offers Banks Loans Amid Crises"The Wall
Street Journal, August 9, 2007
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1 possibly before the next FOMC meeting scheduled on September 18,

2007.2

3

4 Did the Fed cut rates as a result of the subprime mortgage borrowing

5 crises?

6

7

8

9

10

11

12

13

14

15

Yes. At its regularly scheduled meeting on September 18, 2007, the

FOMC surprised the investment community and cut both the federal funds

rate and the discount rate by 50 basis points (25 basis points more than

what was anticipated). This brought the federal funds rate down to a level

of 4.75 percent. The Fed's action was seen as an effort to curb the

aforementioned slowdown in the economy. Over the course of the next

four months, the FOMC reduced the Federal funds rate by a total 175

basis points to a level of 3.00 percent - mainly as a result of concerns that

the economy was slipping into a recession. This included a 75 basis point

reduction that occurred one week prior to the FOMC's meeting on January

16 29, 2008.

17

18

19

20

What recent actions have the Fed taken in regard to interest rates?

The Fed made two more rate cuts which included a 75 basis point

reduction in the federal funds rate on March 18, 2008 and an additional 25

21

22

23

basis point reduction on April 30, 2008. The Fed's decision to cut rates

was based on its belief that the slowing economy was a greater concern

than the current rate of inflation (which the majority of FOMC members

A.

Q.

A.

Q.
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1

2

believed would moderate during the economic slowdown).22 As a result of

the Fed's actions, the federal funds rate was reduced to a level of 2.00

3

4

5

6

7

8

percent. From April 30, 2008 through September 16, 2008, the Fed took

no further action on its key interest rate. However, the days before and

after the Fed's September 16, 2008 meeting saw longstanding Wall Street

firms such as Lehman Brothers, Merrill Lynch and AIG failing as a result of

their subprime holdings. By the end of the week, the Bush administration

had announced plans to deal with the deteriorating financial condition

which had now become a worldwide crisis. The administrations actions9

10

11

12

included Treasury Secretary Henry Paulson's request to Congress for

$700 billion to buy distressed assets as part of a plan to halt what has

been described as the worst financial crisis since the 1930's23. Amidst this

13

14

15

16

17

18

19

turmoil, the Fed made the decision to cut the federal funds rate by another

50 basis points in a coordinated move with foreign central banks on

October 8, 2008. This was followed by another 50 basis point cut during

the regular FOMC meeting on October 29, 2008. At the time of this

writing, the federal funds target rate now stands at 0.25 percent, the result

of a 75 basis point cut announced on December 16, 2008. The Fed's

discount rate will go to 0.50 percent, a level not seen since 19408.24

zz Ip, Greg, "Credit Worries Ease as Fed Cuts, Hints at More Relief" The Wall Street Journal,
March 19, 2008

23 So l o  ran ,  D eborah ,  M i chae l  R .  C r i t t enden  and  D am i an  Pa l e t t a ,  "U . S .  Ba i l ou t  P l an  C a l m s
Markets,  But  St ruggle Looms Over Detai ls" The Wal l  St reet  Journal,  September 20,  2008

24 Hilsenrath, Jon, "Fed Cuts Rates Near Zero to Battle Slump" The Wall Street Journal,
December 17, 2008
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1

2

Based on data released during the early part of December 2008, the U.S.

is now officially in a recession which began in December of 2007.

3

4 Putting this all into perspective, how have the Fed's actions since 2000

affected benchmark rates?5

6

7

U.S. Treasury instruments are for the most part still at historically low

levels. The Fed's actions have also had the overall effect of reducing the

8

g

10

cost of many types of business and consumer loans. As can be seen in

Schedule WAR-8, the previously mentioned federal discount rate (the rate

charged to the Fed's member banks), has fallen to 2.00 percent from 5.73

11 percent in 2000.

12

13

14

15

16

17

18

19

20

21

22

What has been the trend in other leading interest rates over the last year?

As of November 19, 2008, the leading interest rates have all dropped from

the levels that existed a year ago (Attachment C). The prime rate has

fallen from 7.50 percent a year ago to 4.00 percent. The benchmark

federal funds rate, just discussed, has decreased from 4.50 percent, in

November 2007, to a level of 0.25 percent (as a result of the December

16"1 rate cut discussed above). The yields on all of the maturities of U.S.

Treasury instruments exhibited in my Attachment C have also decreased

over the past year. A previous trend, described by former Chairman

Greenspan as a "conundrum"25, in which long-term rates fell as short-term

25 Wolk, Martin, "Greenspan wrestling with rate 'conundrum',"MSNBC, June 8, 2005

Q.

A.

Q.

A.
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1 rates increased, thus creating a somewhat inverted yield curve that

2 existed as late as June 2007, is completely reversed and a more

3 traditional yield curve (one where yields increase as maturity dates

4 lengthen) presently exists (Attachment C). The 5-year Treasury yield,

5 used in my CAPM analysis, has fallen from 3.55 percent, in November

6 2007, to 2.02 percent as of November 19, 2008. The 1-Year Treasury

7 constant maturity rate also decreased from 3.43 percent over the past

8 year to 0.97 percent. These current yields are considerably lower than

g corresponding yields that existed during the early nineties and at the

10 beginning of the current decade (as can be seen on Schedule WAR-8).

11

12 What is the current outlook for the economy?

13 Value Line's analysts have been decidedly pessimistic in their outlook on

14 the economy as of late and had this to say in their Economic and Stock

15 Market Commentary that appeared in the December 12, 2008 edition of

16 Value Line's Selection and Opinionpublication:

17
18
19
20
21
22
23
24
25
26

The economic picture continues to darken, with data recently showing
additional slippage in manufacturing activity (to a 26-year low), a sharp
decline in construction spending, and another setback in
nonmanufacturing. Add to this, expectations for a weak hol iday
shopping season and for new turmoil in the housing and automobile
industries and it is not hard to make a case that the current quarter could
see a drop in the U.S. gross domestic product of 3% to 5%.

Value Line's analysts went on to state:

27
28
29

We face several difficult quarters up ahead. Our sense is that the first
and second quarters of 2009 will see declines in business activity of 2%
to 3%, as the broad contraction in the economy drones on for a possible

A.

Q.
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1
2
3
4
5

six to nine months more. At this point, none of the consumer and
industrial markets that we view as critical to a sustained revival in
economic activity (such as the housing, retail, auto, and manufacturing
sectors) appears to be even close to bottoming out.

6 What is Value Line's outlook for credit availability and interest rates?

7 In the recent Selection and Opinion publication noted above, Value Line's

8 analysts had this to say:

9
10
11
12
13
14
15
16
17

Challenges will await the Obama Administration and the Federal
Reserve. Those challenges are likely to center around the need for
greater credit availability, more lending by the banks, the adoption of a
program to revive the auto industry, the passage of an effective stimulus
plan, and, possibly, further in interest rate cuts. How well these issues
are addressed will go a long way toward determining the severity of the
recession, which the National Bureau of Economic Research now claims
has been under way since December of 2007.

Value Line's analysts continued to state:18
19
20
21
22
23
24
25

It is likely to be late next year before we see a durable economic
comeback start to take hold.Once that recovery does unfold, it is likely
to be led, ironically, by the housing market, which was the first area of
the economy to falter and could be the first to revive thanks to falling
home prices and lower mortgage rates.

26 How has the current economic environment of lower interest rates affected

27 various regulated utility industries as a whole?

28 Value Line analyst Nils C. Van Liew took note of the environment of low

29 interest rates that existed in the early part of 2007. In Value Line's Electric

30 Utility (East) Industry update dated March 2, 2007, Mr. Van Liew had this

31 to say:

32
33
34
35
36
37
38

Low Interest Rates. Several factors are, no doubt, driving the electric
utilities' strong share-price performance. Perhaps most important is a
benign interest-rate environment. Utilities frequently tap the credit
markets to fund their operations. (Low interest rates mean they can cost
effectively build new power plants and maintain existing ones.) "Cheap
money" also tends to drive economic expansion, thereby increasing
electricity demand. That said, interest rates should remain relatively low,

A.

Q.

A.

Q.
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1
2

3

though the likelihood that the Federal Reserve eases (monetary) policy is
small, given persistent inflation concerns.

4 Given the fact that interest rates are even lower now than they were at the

5 time of Mr. Van Liew's writing, I believe that his views are still valid. Even

6 though APS is in a position where new debt is not a desirable option, a

7 low interest rate environment is one that makes equities more appealing to

8 investors.

9

10 Has the subprime mortgage crises had an impact on borrowing?

11 Yes. The situation has had a strong impact on liquidity for both banks and

12 the capital markets. Hopefully the actions of both the U.S. Treasury and

13 the Fed will succeed in eliminating the credit crunch that presently exists

14 and restore the credit markets to their pre-subprime status.

15

16 How are Value Line's analysts viewing the credit crunch as it relates to the

17 electric utility industry?

18 In his Electric Utility (West) Industry update, Value Line analyst Paul E.

19 Debbas, CFA, had this to say:

20
21
22
23
24
25
26
27
28
29
30
31

The  concerns  abou t  t he  c red i t  c runch  a re  m os t  ev i den t  i n  t he  p r i ce  o f
Constel lat ion Energy's stock.  Constel lat ion is heavi ly  involved in energy
market i ng ,  so  l i qu id i t y  and cred i t  qua l i t y  a re  ex t remely  impor tan t .  wa i l
S t r e e t ' s  w o r r i e s  a b o u t  t h e  h e a l t h  o f  C o n s t e l l a t i o n ' s  n o n - r e g u l a t e d
act iv i t ies caused the stock . --  which was above $100 a share in January
o f  2 0 0 8  -  t o  p l u m m e t  t o  $ 1 3  a  s h a r e  b e f o r e  r e b o u n d i n g  a f t e r  t h e
c o m p a n y  a g r e e d  t o  b e  t a k e n  o v e r  b y  a  s u b s i d i a r y  o f  B e r k s h i r e
Hathaway.

So far,  companies appear to have adequate l iquidi ty.  A lso,  there haven' t
been  m any  dow ngrades  by  t he  c red i t  ra t i ng  agenc i es .  Bu t  even  som e
i nves t m en t -g rade  i ssue rs  had  t o  pay  h i gh  i n t e res t  ra t es  on  l ong - t e rm

A.

Q.

Q.

A.
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1
2
3
4

debt that was issued in October, however. This is worrisome because
allowed returns on equity have been declining, and there is no assurance
that a reversal of this trend is in the offing.

5 What are the current dividend yields of electric utility stocks followed by

6 Value Line?

7 Dividend yields of electric utilities were also Value Line's Mr. Debbas in his

8 November 7, 2008 industry update:

So far this year, the Value Line Utility Average is down more than 30%.
That's a lot, but it's not nearly as much as the nearly 50% decline in the
Value Line Composite Average. As a result of the big drop off, the
average yield of utility stocks is now 5%. From 2004 through 2007, it was
below 4%.

g
10
11
12
13
14
15
16
17
18
19
20

In general, stocks of companies that have a heavy non-regulated
presence have fallen more than those of companies that are mostly or
entirely regulated. In some cases, relative underperformance of a utility
stock is due to a worsening of the company's prospects. In others, it is
merely an overreaction.

21 How does the 5.00 percent average yield on the fifty-eight electric utility

22 stocks followed by Value Line compare with the average dividend yield of

23 your sample electric utility companies?

24 As can be seen in Schedule WAR-3, my sample electric utility companies

25 have an average dividend yield of 5.13 percent which is 13 basis points

26 higher than the 5.00 percent average yield on electric util ity stocks

27 reported by Value Line's Mr. Debbas.

28

29

30

31

A.

Q.

Q.

A.
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1

2

After weighing the economic information that you've just discussed, do you

believe that the 9.60 percent cost of equity capital that you have estimated

is reasonable for APS?3

4

5

6

I believe that my recommended 9.60 percent cost of equity will provide

APS with a reasonable rate of return on the Company's invested capital

when economic data on interest rates (that are low by historical standards)

7 are taken into consideration. As I noted earlier, the Hope decision

8 determined that a utility is entitled to earn a rate of return that is

9 commensurate with the returns it would make on other investments with

10 comparable risk. I believe that my DCF analysis has produced such a

11 ret rn 1

12

13 COST OF DEBT

14

15

What is your recommended cost of long-term debt?

I am recommending a cost of long-tem debt of 5.48 percent.

16

17

18

19

How does this compare to the cost of debt being proposed by APS?

My 5.48 percent recommended cost of long-term debt is 29 basis points

lower than the 5.77 percent cost of long-term debt being proposed by

20 Aps.

21

22

23

Q.

A.

A.

Q.

A.

Q.
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1 How did you calculate your recommended cost of long-term debt?

I relied on information on the costs of APS' various debt instruments that2

3 were exhibited in Pinnacle West's Form 10-K that was filed with the U.S.

4

5

6

7

8

Securities and Exchange Commission on February 27, 2008. The 10-K

was provided in the Company's Application to support the information

presented in the standard filing D schedules on cost of capital. As can be

seen on Page 2 of Schedule WAR-1, I calculated a weighted cost of debt

of 5.48 percent. The cost rates for each of the itemized debt instruments

were obtained from the aforementioned Pinnacle West Form 10-K9

10 (Attachment D).

11

12 CAPITAL STRUCTURE

13

14

15

What capital structure is the Company proposing in this proceeding?

The Company is proposing an adjusted capital structure comprised of

46.21 percent long-term debt and 53.79 percent common equity.

16

17

18

What capital structure are you proposing for APS?

I am recommending the same adjusted capital structure being proposed

19 by Ape.

20

21 Is the capital structure proposed by APS in line with industry averages?

22 Yes. As can be seen in Schedule WAR-9, the capital structure proposed

23 by APS is almost identical to the average capital structure of the electric

A.

Q.

A.

Q.

A.

A.

Q.

Q.
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1

2

3

4

utility companies included in my sample. The companies in my sample

have capital structures comprised of approximately 46.2 percent debt and

53.8 percent equity (53.3 percent common equity and 0.50 percent

preferred equity).

5

6

7

8

9

In terms of risk, how does your recommended capital structure compare to

the electric utility companies in your sample?

The electric utility companies in my sample would be considered as

having the same level of financial risk (i.e. the risk associated with debt

10 repayment) as APS .

11

12 WEIGHTED AVERAGE COST OF CAPITAL

13

14

15

16

17

How does the Company's proposed weighted cost of capital compare with

your recommendation?

The Company has proposed a weighted average cost of capital of 8.86

percent which is 116 basis points higher than my recommended 7.70

percent weighted average cost of capital

18

19 COMMENTS ON Aps' COST OF EQUITY CAPITAL TESTIMONY

20 Have you reviewed APS' testimony on the Company-proposed cost of

21

22

equity capital?

Yes, I have reviewed the testimony prepared by Dr. William E. Avert.

23

A.

Q.

A.

Q.

A.

Q.
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1

2

3

What issues does Dr. Avera address in his cost of equity testimony?

In addition to addressing the cost of common equity issues in this case,

Dr. Avera also addresses the capital structure, credit worthiness, and

4 attrition adjustment issues that Aps' has raised in its Application. Dr.

5

6

Avera also argues that the Company-proposed unadjusted cost of

common equity should be applied to a fair value rate base.

7

8

g

Are there any disagreements between you and Dr. Avera in regard to the

capital structure issue in this case?

10 No. As I stated earlier, I am recommending that the Commission adopt

11

12

the Company-proposed capital structure comprised of 46.21 percent long-

term debt and 53.79 percent common equity.

13

14

15

Will you address those portions of Dr. Avera's testimony related to credit

worthiness and an attrition adjustment?

No. RUCO witness Dr. Ben Johnson will address both of those issues in16

17 his direct testimony.

18

19

20

21

Do you agree with Dr. Avera's argument that the unadjusted Company-

proposed cost of equity should be applied to a fair value rate base?

No, I do not.

22

23

A.

Q.

A.

Q.

Q.

A.

A.

Q.
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1 Please explain.

2

3

4

5

6

This issue was recently decided on by the Commission in a remand

proceeding involving Chaparral City Water Company, Inc. ("Chaparral")26.

In that case, the Commission adopted a cost of common equity that was

reduced by an inflation adjustment which took into consideration the

effects of inflation that were reflected in Chaparral's fair value rate base.

7

8

9

10

1 1

12

13

In arriving at its rate of return to be applied to Chaparral's fair value rate

base, the Commission adopted a 200 basis point adjustment

recommended by Dr. Ben Johnson, who was also RUCO's witness in the

Chaparral remand case. In light of the Commission's Chaparral remand

decision, I would recommend that a similar inflation adjustment be made

to any Commission-adopted cost of common equity in the event that the

Commission chooses not to adhere to its long standing method of

14 determining a fair value rate of return.

15

16

17

18

19

Please compare the Company-proposed cost of equity with your

recommended cost of equity.

The Company is recommending a cost of equity capital of 11.50 percent

which is 190 basis points higher than my recommended 9.60 percent cost

20 of equity.

21

26 Decision No. 70441, dated July 28, 2008.

A.

Q.

A.

Q.
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1

2

Have you studied the specific methods that Company witness Dr. Avera

used to derive the Company-proposed cost of equity capital?

3 Yes.

4

5 What methods did Dr. Avera use to arrive at his cost of common equity for

6 APS?

7 Dr. Avera used the DCF and CAPM methods to estimate Ape' cost of

8 common equity.

9

10

11

12

13

Can you provide a comparison of the results derived from Dr. Avera's

models and yours?

Yes. The following portion of my testimony will compare and contrast the

results of our DCF and CAPM analyses.

14

15 DCF Comparison

16

17

18

19

20

21

22

23

Please compare the results of Dr. Avera's DCF analysis and the results of

your DCF analysis.

Dr. Avera presented the results of two DCF analyses, one that relied on a

sample of regulated electric utilities and the other on unregulated

industrials. His DCF analysis using a sample of regulated utilities

produced a final estimate of 11.00 percent and his DCF analysis using a

sample of unregulated industrials produced a final estimate of 12.70

percent. My DCF analysis, which relied on a sample of all but three of the

A.

Q.

A.

Q.

A.

A.

Q.

Q.
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1

2

regulated electric utilities included in Dr. Avera's sample, produced a final

estimate of 12.26 percent which falls between Dr. Avera's regulated and

3 unregulated results.

4

5

6

7

8

Why didn't you perform an analysis that included unregulated industrials?

Quite simply because I believe that a sample of regulated electric utilities

that face the same types of risks and operating conditions that APS does

is an appropriate sample.

9

10 What was the difference between Dr. Avera's dividend yield results for

11 electric utilities and your dividend yield results?

12 Dr. Avera's DCF analysis of regulated electric utilities produced an

13 average dividend yield of 3.72 percent as opposed to my average dividend

14 yield of 5.13 percent. I attribute the majority of the 142 basis point

15 difference to lower closing stock prices that I recorded during my 8-week

16 observation period.

17

18 Please compare your respective DCF growth estimates (g) for electric

19 utilities.

20

21

Dr. Avera's electric utilities DCF analysis produced an average growth

estimate of 9.90 percent which is 277 basis points higher than my 7.13

22 percent estimate.

23

A.

A.

Q.

Q.

A.

Q.
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1

2

Were there any differences in the way that you conducted your DCF

analysis and the way that Dr. Avera conducted his?

3 Yes. Dr. Avera relied on projections from two other agencies other than

4 Value Line (Reuters and I/B/E/S) as opposed to my reliance on Value Line

and Zacks. The fact that Dr. Avera relied on one additional data source5

6

7

8

9

10

11

12

13

14

does not appear to be problematic since Reuters and I/B/E/S' projections

are very similar (11.40 percent and 11.60 percent respectively. However,

I will point out that Dr. Avera's DCF analysis placed no emphasis on the

past performance of the electric utilities in his sample and focused entirely

on analysts' future projections to estimate the growth component (g) of the

DCF model. while I agree that the estimation of an appropriate cost of

common equity is a forward looking process, l believe that past

performance should not be ignored entirely. Consideration of utilities' past

performance should serve as a useful check on the reasonableness of

15

16

17

analysts' future expectations. In addition to my points above, Dr. Avera

eliminates high and low results (i.e. outliers) from his DCF results in order

to arrive at his final DCF cost of common equity estimate.

18

19

20

21

Have you removed such outliers from your analysis?

No. While I will admit that several of my sample electric utilities had

results that could be classified as being extremely high or low, l have

22 decided not to ignore them. In short, I am willing to recognize the fact that

23 we are not operating in a "normal" economic environment at this time

A.

Q.

A.

Q.
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1

2

3

given the current state of the financial markets. Consequently, I am willing

to give the benefit of a doubt to the more extreme results that my DCF

model produced.

4

5 CAPM Comparison

6

7

8

9

10

11

12

13

Please compare the results of Dr. Avera's CAPM analysis and the results

of your CAPM analysis.

Dr. Avera's CAPM analysis produced an estimate of 12.20 percent for his

sample of electric utilities and an estimate of 11.1 percent for his sample

of unregulated industrials. His estimates are 596 basis points to 486 basis

points higher than my 6.24 percent CAPM estimate that uses a geometric

mean and are 456 basis points to 346 basis points higher than my 7.64

percent CAPM estimate that uses a geometric mean.

14

15

16

17

Please describe the differences in the way that you conducted your CAPM

analysis and the way that Dr. Avera conducted his?

There are two main differences between Dr. Avera's CAPM analysis and

18 mine. The first difference involves Dr. Avera's use of a one month

19

20

average (December 2007) of the higher yields of 20-year Treasury bonds

as opposed to the more recent spot yield of a 5-year Treasury instrument

that I relied on for the risk-free rate of return. The second difference21

22 involves his market risk premium.

23

A.

Q.

Q.

A.
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1 Please compare the differences in the risk free rates that you and Dr.

Avera relied on.2

3 Dr. Avera's risk free rate is 4.60 percent as opposed to my risk free rate of

4 2.02 percent. As I noted earlier in my testimony, I believe a 5-year

5

6

treasury instrument is more appropriate since Arizona utilities generally

apply for rates every three to five years on average. Dr. Avera's chosen

7 20-year Treasury bond instrument also has a current yield of

8 approximately 3.60 percent (Attachment C).

9

10 Did Dr. Avera use the same Value Line betas that you used in your CAPM

analysis?

12 Yes. However, Dr. Avera used an average Value Line beta of 0.89 as

13

14

opposed to my average Value Line beta of 0.83 (using a sample that

excluded three of the electric utilities used by Dr. Avera). Dr. Avera's beta

15 for unregulated industrials was 0.76.

16

17 What was the difference between Dr. Avera's market risk premiums and

18

19

your market risk premiums?

Dr. Avert used a market risk premium of 8.60 percent for both his

20 regulated electric utility sample and his unregulated industrials sample. I

21

22

used market risk premiums of 5.10 percent and 6.80 percent in my

respective CAPM models using geometric and arithmetic means.

23

A.

Q.

A.

Q.

A.

Q.
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1

2

3

4

5

Can you explain the reason why Dr. Avera's risk premium is higher than

yours?

Dr. Avera utilized his own method for calculating the return on the market

as opposed to relying on the more established method of relying on

historical market data published in Morningstar. His calculated market

6

7

8

return figure of 13.20 percent is 280 basis points higher than my 10.40

percent return on the market using a geometric mean and 90 basis points

higher than my 12.30 percent return on the Market using an arithmetic

9 mean. Dr. Avera arrives at his 8.60 percent market risk premium by

of return from his10

11

subtracting his 4.60 percent risk free rate

aforementioned return on the market of 13.20 percent.

12

13 How do these results compare to Aps' parent, Pinnacle West, on a stand

14 alone basis?

15 Pinnacle West has a Value Line beta of 0.80 which is lower than Dr.

16

17

18

19

Avera's average beta of 0.89 and my average beta of 0.83. Using

Pinnacle West's 0.80 beta in Dr. Avera's CAPM model produces an

expected return of 11.48 percent as opposed to expected returns of 6.10

percent and 7.46 percent in my CAPM models.

20

21

22

23

A.

Q.

A.

Q.
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1 Final Cost of Equity Estimate

2 How did Dr. Avert arrive at his final 11.50 percent cost of equity capital for

3 APS?

4

5

Dr. Avera's final cost of equity estimate of 11.50 percent falls within the

11.00 percent to 12.7 percent range of results obtained from his DCF and

CAPM models.6

7

8

9

10

11

Does your silence on any of the issues, matters or findings addressed in

the testimony of Dr. Avera or any other witness for APS constitute your

acceptance of their positions on such issues, matters or findings?

No, it does not.

12

13 Does this conclude your testimony on APS?

14 Yes, it does.

A.

A.

Q.

Q.

A.

Q.
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IN THE MATTER OF THE APPLICATION OF
CHAPARRAL CITY WATER COMPANY, INC., AN
ARIZONA CORPORATION, FOR A
DETERMINATION OF THE FAIR VALUE OF ITS
UTILITY PLANT AND PROPERTY AND FOR
INCREASES IN ITS RATES AND CHARGES FOR
UTILITY SERVICE BASED THEREON.

BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS

MIKE GLEASON, Chairman
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

DOCKET no. W-02113A-07-0551

REPLY TO CHAPARRAL CITY WATER COMPANY RESPONSE

Pacific Life Insurance Company ("Pacific Life") hereby replies to "Chaparral City Water

Company's Response to Pacific Life Insurance Company's Motion for Leave to Present

Testimony" ("Response"). Pacific Life will ignore Chaparral City's disparagement of its

counsel.

1

2

3

4

5

6

7

8

I. Chaparral Citv Seeks to Renege on Its Agreement Not to Oppose the Testimonv

No other party opposed hearing Mr. Green's testimony. On December 11, 2008,

Chaparral City stated by e-mail to the parties and Judge Wolfe that it would also not oppose

hearing Mr. Green's testimony.

9
10
11
12
13

While we are tiustrated that Pacific Life would place the ACC and the parties in the
position that they have, Chaparral City will not oppose the late filed testimony or witness
appearance at the Phase Two hearings on the conditions that their witness is called as the
last witness on 1/9 and that the issue is part of the Phase 1 briefs as Mr. Marks already
offered.

14

15

16

Chaparral City accepted these conditions by an e-mail dated December 13, 2008, agreeing that

Mr. Green's testimony would be heard following completion of all other testimony scheduled for

January 9, 2009. Chaparral City now seeks to go back on on its agreement with Pacific Life.

I December ll, 2008, E-mail from Mr. Shapiro to Judge Wolfe, emphasis added. Copy attached as Exhibit A,



1 11.

2

3

4

5

Mr. Green's Testimonv Will Not Delay This Case.

Allowing Mr. Green to testify will not delay this case. Pacific Life is not asldng to

reopen the record, but to take advantage of an additional hearing day that has already been

scheduled. Chaparral city does pause its foot-stomping long enough to admit that Pacific Life's

issues are "relatively straightforward." Further, because the testimony does not concern its

6

7

8

9

revenue requirement, Chaparral City should not have any real issue with it. Mr. Green's concise

single-issue testimony should proceed quickly, even if it is followed by short responsive

testimony from other parties. Finally, because the subject of Mr. Green's testimony will be

addressed in Phase I briefs, it will not delay the ultimate resolution of this case.

10

11

In. There Is No Record Evidence on The Important Subject of This Testimonv

12

13

Chaparral City claims that the subject of this testimony could be part of public comment.

However, as Chaparral City well knows, a party cannot present public comment and public

comment is not evidence. Mr. Green discusses the impact of the proposed irrigation rate

increase on the golf course he manages. The record will benefit by including his testimony

concerning this important issue.

14

15

16 IV. Requested Relief

17

18

19

20

21

Pacific Life again asks that the Administrative Law Judge allow the attached testimony to

be heard. Pacific Life does not object to Mr. Green testifying after all witnesses presently

scheduled for January 9, 2009. To avoid delaying the resolution of this case, Pacific Life also

agrees that its issue should be part of the Phase I briefs due on January 23, 2009.

RespectfUlly submitted on December 17, 2008, by:

22

23

24
25
26
27
28
29
30
31

32

Is/Craig A. Marks
Craig A. Marks
Craig A. Marks, PLC
10645 n. Tatum Blvd.
Suite 200-676
Phoenix, AZ 85028
(480) 367-1956
Crai,q.Marks@azbar.org
Attorney for Pacific Life
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Original and 13 copies tiled
on December 17, 2008, with:

Docket Control
Arizona Corporation Commission
1200 West Washington
Phoenix, Arizona 85007

Copy of the foregoing mailed and e-mailed
On December 17, 2008, to:

Teena Wolfe, Administrative Law Judge
Hearing Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, AZ 85007

Robin R. Mitchell, Staff Attorney
Arizona Corporation Commission
1200 West Washington Street
Phoenix, AZ 85007

Ernest Johnson Director
Utilities Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, AZ 85007

Norman James/Jay Shapiro
Fennemore Craig
3003 North Central Avenue, Suite 2600
Phoenix, AZ 85012-2913
Attorneys for Chaparral City Water Company

Michele L. Wood, Counsel
Residential Utility Consumer Office
1 l10 West Washington, Suite 220
Phoenix, AZ 85007-2958

1
2
3
4

5

6
7

8
9

10

11
1 2
13
1 4

15
1 6
17
18
1 9
2 0
21
2 2
23
24
25
2 6
27
28
2 9

3 0
31
3 2
33
3 4
35

3 6
37

3 8
3 9
4 0
41

4 2

43
4 4

By: Is/Craig A. Marks
Craig A. Marks
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Craig A. Marks

Craig A. Marks PLC

10645 n. Tam Blvd.
suit: 290,576
Phoefuiac,AZ 85028
Cr3ig.Mar!¢s@lzba'.org
(480) 367-1956\*¢9ri<
(450)518-6857`MobilE

E x h i b i t  A

Craig Marks

From:
Sent:
To:
Cc:
Subject:

SHAPIRO, JAY [JSHAPIRO@FCLAW.COM]
Thursday, December 11, 2008 6:48 PM
Teena Wolfe
Craig Marks, mwood@azruco.gov, Ernest Johnson, rmitchell@azcc.gov, JAMES, NORM
RE: Motion For Leave to Present Testimony

Judge Wolfe--in an effort to avoid more filings and/or procedural conferences, we thought we would use "Reply All" to let
you and the other parties know our position on this motion by Pacific Life.

While we are frustrated that Pacific Life would place the ACC and the parties in the position that they have, Chaparral City
will not oppose the late filed testimony or witness appearance at the Phase Two hearings on the conditions that their
witness is called as the fast witness on 1/9 and that the issue is part of the Phase 1 briefs as Mr. Marks already offered.

Please let us know if we need to address this matter further.

Jay

From: Craig Marks [mailto:craig.marks@azbar.org]
Sent: Thursday, December 11, 2008 12:39 PM
To: Teena Wolfe; Ernest Johnson, rmitchell@azcc.gov; JAMES, NORM; SHAPIRO, JAY; mwood@azruco.gov
Subject: Motion For Leave to Present Testimony

I've attached a courtesy copy of Pacific Life's Motion for Leave to Present Testimony. This is being filed today.

Craig

Craig A. Marks
10645 n. Tatum Blvd.
Suite 200-676
Phoenix, AZ 85028
Craig.Marks@azbar.org
(480) 367-1956 off;
(480) 367-1956 9
(480) 518-6857 Le

This message and any of the attached documents contain information from the lawfirm of Craig A. Marks PLC and may be
confidential and/or privileged, If you are not the intended recipient of this email, you may not read, copy, distribute, or use this
information. No privilege is waived by your inadvertent' receipt. If you have received this email in error, please notify Craig A. Marks
by return email and then delete this message. Thank you,

1



www.fennemorecraig.com

IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS, we
inform you that, to the extent this communication (or any attachment) addresses any tax matter, it was not
written to be (and may not be) relied upon to (i) avoid tax-related penalties under the Internal Revenue Code, or
(ii) promote, market or recommend to another party any transaction or matter addressed herein (or in any such
attachment). For additional information regarding this disclosure please visit our web site.

CONFIDENTIALITY NOTICE: The information contained in this message may be protected by the
attorney-client privilege. If you believe that it has been sent to you in error, do not read it. Please immediately
reply to the sender that you have received the message in error. Then delete it. Thank you.
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Appendix 1

Qualifications of William A. Rigs by, CRRA

EDUCATION: University of Phoenix
Master of Business Administration, Emphasis in Accounting, 1993

Arizona State University
College of Business
Bachelor of Science, Finance, 1990

Mesa Community College
Associate of Applied Science, Banking and Finance, 1986

Society of Utility and Regulatory Financial Analysts
38th Annual Financial Forum and CRRA Examination
Georgetown University Conference Center, Washington D.C.
Awarded the Certified Rate Of Return Analyst designation
after successfully completing SURFA's CRRA examination.

Michigan State University
Institute of Public Utilities
N.A.R.U.C. Annual Regulatory Studies Program, 1997 &1999

Florida State University
Center for Professional Development & Public Service
N.A.R.U.C. Annual Western Utility Rate School, 1996

EXPERIENCE: Public Utilities Analyst V
Residential Utility Consumer Office
Phoenix, Arizona
April 2001 - Present

Senior Rate Analyst
Accounting & Rates - Financial Analysis Unit
Arizona Corporation Commission, Utilities Division
Phoenix, Arizona
July 1999 - April 2001

Senior Rate Analyst
Residential Utility Consumer Office
Phoenix, Arizona
December 1997 - July 1999

Utilities Auditor ll and III
Accounting & Rates - Revenue Requirements Analysis Unit
Arizona Corporation Commission, Utilities Division
Phoenix, Arizona
October 1994 - November 1997

Tax Examiner Technician I / Revenue Auditor II
Arizona Department of Revenue
Transaction Privilege l Corporate Income Tax Audit Units
Phoenix, Arizona
July 1991 - October 1994
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Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION

Docket No. Type of Proceedinqutility Company

ICE Water Users Association U-2824-94-389 Original CC&N

Rate IncreaseRincon Water Company U-1723-Q5-122

Ash Fork Development
Association, Inc. E-1004-95-124 Rate Increase

Parker Lakeview Estates
Homeowners Association, Inc. U-1853-95-328 Rate Increase

Mirabell Water Company, Inc. U-2368-95-449 Rate Increase

Bonita Creek Land and
Homeowner's Association U-2195-95-494 Rate Increase

Pineview Land &
Water Company U-1676-96-161 Rate Increase

Pineview Land &
Water Company U-1676-96-352 Financing

Montezuma Estates
Property Owners Association U-2064-96-465 Rate Increase

Houghland Water Company U-2338-96-603 et al Rate Increase

Sunrise Vistas utilities
Com party - Water Division U-2625-97-074 Rate Increase

Sunrise Vistas utilities
Company - Sewer Division U-2625-97-075 Rate Increase

Holiday Enterprises, Inc.
db Holiday Water Company U-1896-97-302 Rate Increase

Gardener Water Company U-2373-97-499 Rate Increase

Cienega Water Company W-2034-97-473 Rate Increase

Rincon Water Company W-1723-97-414
Financing/Auth.
To Issue Stock

W~01651 A-97-0539 et al Rate IncreaseVail Water Company

Bermuda Water Company, Inc, W-01812A-98-0390 Rate Increase

Bella Vista Water Company W-02465A-98-0458 Rate Increase

Pima Utility Company SW-02199A-98-0578 Rate Increase

2



Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.)

Docket No. Type of Proceedinq

W-01676A-99-0261 WIFA Financing

W-02191A-99-0415

Utility Company

Pineview Water Company

l.M. Water Company, Inc.

Maraca Water Service, Inc. W-01493A-99-0398

Tonto Hills Utility Company W-02483A-99-0558

Financing

WIFA Financing

WIFA Financing

New Life Trust, Inc.
db Dateland utilities W-03537A-99-0530

GTE California, Inc. T-01954B-99-0511

Financing

Sale of Assets

Citizens Utilities Rural Company, Inc. T-01846B-99-0511 Sale of Assets

W-02113A-00-0233 ReorganizationMCO Properties, Inc.

American States Water Company w-02113A-00-0233

W-01303A-00-0327Arizona-American Water Company

Arizona Electric Power Cooperative E-01773A-00-0227

T-03777A-00-0575

W-02074A-00-0482

Reorganization

Financing

Financing

Financing

WIFA Financing

360networks (USA) Inc.

Beardsley Water Company, Inc.

Mirabell Water Company W-02368A-00-0461 WIFA Financing

Rio Verde Utilities, Inc. WS-02156A-00-0321 et al
Rate Increase/
Financing

W-01445A-00-0_49 FinancingArizona Water Company

Loma Linda Estates, Inc. W-02211A-00-0975 Rate Increase

W-01445A-00-0962 Rate IncreaseArizona Water Company

Mountain Pass Utility Company SW-03841A-01-0166 Financing

Picacho Sewer Company SW-03709A-01-0165 Financing

Picacho Water Company W-03528A-01-0169

W-03861A-01-0167

Financing

Financing

W-02025A-01-0559 Rate Increase

Ridgeview Utility Company

Green Valley Water Company

Bella Vista Water Company W-02465A-01-0776 Rate Increase

Arizona Water Company W-01445A-02-0619 Rate Increase

3



Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.)

Utility Company Docket No. Type of Proceeding

Arizona-American Water Company W-01303A-02-0867 et al. Rate Increase

Arizona Public Service Company E-01345A-03-0437 Rate Increase

WS-02676A-03-0434 Rate Increase

T-01051 B-03-0454 Renewed Price Cap

W-02113A-04-0616 Rate Increase

Rio Rico Utilities, Inc.

Qwest Corporation

Chaparral City Water Company

Arizona Water Company W-01445A-04-0650 Rate Increase

Tucson Electric Power E-01933A-04-0408 Rate Review

G-01551A-04-0876 Rate Increase

W-01303A~05-0405 Rate Increase

SW-02361A-05-0657 Rate Increase

Southwest Gas Corporation

Arizona-American Water Company

Black Mountain Sewer Corporation

Far West Water & Sewer Company WS-03478A-05-0801 Rate Increase

SW-02519A-06-0015 Rate Increase

E-01345A-05-0816 Rate Increase

Gold Canyon Sewer Company

Arizona Public Service Company

Arizona-American Water Company W-01303A-06-0014 Rate Increase

Arizona-American Water Company W-01303A-05-0718 Transaction Approval

Arizona-American Water Company W-01303A-05-0405 ACRM Filing

G-04204A-06-0463 Rate IncreaseUNS Gas, Inc.

Arizona-American Water Company W-01303A-07-0209 Rate Increase

Tucson Electric Power E-01933A-07-0402 Rate Increase

G-01551A-07-0504 Rate IncreaseSouthwest Gas Corporation

Chaparral City Water Company W-02113A-07-0551 Rate Increase

4
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INDUSTRY TIMELINESS: 57 (of 99)

Composite Statistics: Electric Utility Industry

2004 2005 2006 2007 2008 2009 11-13

287.3

20.4

323.9

22.4

345.4

262

363.7

28.8

375

29.5

390

32.0

Revenues ($blll)

Net Profit ($biII)

440

37.0

30.4%

3.5%

296%

33%

318%

4.6%

33.4%

50%

34.5%

7. 0%

34.5%

7.0%

Income Tax Rate

AFUDC % to Ne! Profit

34.5%

4.0%

56.0%

42.9%

54.6%

442%

51.6%

474%

50.8%

481%

51.0%

48.0%

51.0%

4a,o%

Long-Term Debt Ratio

Common Equity Ratio

49.0%

50.0%

424.0

43310

429.9

4480

491.0

515.7

495.7

535.1

490

520

515

540

Teal Capital (Sbiuy
Net Plant (Sbiu)

565

570

6.7%

10.9%

11.1 %

7.0%

11.5%

11.6%

7.0%

11.0%

11.1%

7 4 %

11.8%

119%

7.gfy

11.0%

11.5'/

7.5%

11.5%

11.5%

Return on Total Cap'l

Return on Shr. Equity

Return on Com Equity

8.0%

13,0%

13.07

4.9%

55 A

5.0%

57%

5.4%

52%

5.5%

55%

5.5%

55%

5.5%

55%

Retained to Com Eq

All Div'ds to Ne! Prof

5.0%

60%

14.6

1 7

3.8%

15.1

.86

3.5%

15.0

.81

3.4%

17.0

.90

3.2%

Bold ft.
Val
esp

rules are
, Line
mares

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div 'd Yield

14.5

.95

3.9%

COMPOSITEOPERATING STATISTICS: ELECTRIC UTILITY INDUSTRY

2005 2005 2007

+5.4 +1.3 +2.2

1568 1578 1571

5.73 6.10 6.35

NA NA NA

NA NA NA

NA NA NA

+1.2 +1.7 +.7

253 265 289

% Change Retail Sales (kph)

Average Induct. Use (mph)

Avg, Induct.Revs.per kph (¢)

Regulated Cap. at Peak (mw)

Peak Load, Summer (mw)

Annual Load Factor (%)

°/» Change Customers (yr.-end)

Fixed Charge Coverage (%)

Sources: Annual Reports; Estimates Value Line, Edison Electric institute
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November 28, 2008 ELECTRIC UTILITY (EAST) INDUSTRY 148

All of the major utilities in the eastern region of
the United States are reviewed in this Issue. Those
serving the central region will be found in Issue 5.
All of the western providers are covered in Issue
11.

1 4 0  b a s i s  p o i n t s  a b o v e  t h e V a l u e  L i n e u n i v e r s e  a s  a
w h o l e .  D u e  t o  s h a r p  s e l l  o f f s  i n  t h e i r  s h a r e s ,  T E C O
E n e r g y  a n d  C o n s t e l l a t i o n  E n e r g y c u r r e n t l y  s p o r t  t h e
f a t t e s t  y i e l d s .  W e  l i k e  t h e  f o r m e r  f o r  i t s  t o t a l - r e t u r n
p o t e n t i a l  ( d i v i d e n d s ,  p l u s  s h a r e - p r i c e  g a i n s )  o v e r  t h e
p u l l  t o  2 0 1 1 - 2 0 1 3 .  B y  v i r t u e  o f  i t s  c o a l - m i n i n g  o p e r a -
t i o n s ,  T a m p a - b a s e d  T E C O  i s  s o m e w h a t  o f  a  s t e a l t h
c o m m o d i t y  p l a y  ( f o r  b e t t e r  o r  w o r s e ) .

E l e c t r i c  u t i l i t y  s t o c k s  h a v e  t r a d e d  s h a r p l y  l o w e r
w i t h  t h e  b r o a d e r  m a r k e t s  i n  t h e  t h r e e  m o n t h s
s i n c e  o u r  l a s t  o v e r v i e w .  W i t h i n  t h e  E a s t e r n  u t i l i t y
g r o u p ,  l o s e r s  o u t n u m b e r e d  g a i n e r s  t e n  t o  o n e ,
w i t h  n e a r l y  h a l f  o f  t h e  f o r m e r  s e l l i n g  o f f  2 5 %  o r
m o r e .  N e w  Y o r k - b a s e d C H  E n e r g y l e d  t h e  g r o u p .  I t
s h a r e s  e k e d  o u t  a  3 %  g a i n .  S h a r e s  o f C o n s t e l l a t i o n
E n e r g y m e a n w h i l e ,  p o s t e d  a  g r o u p - w o r s t  6 1 %  d e -
c l i n e .

O d d s  A n d  E n d s

Weak Interim Results

T h e  g r o u p  p o s t e d  g e n e r a l l y  w e a k  S e p t e m b e r - q u a r t e r
r e s u l t s .  I n d e e d ,  f u l l y  t w o - t h i r d s  o f  t h e  e l e c t r i c  u t i l i t i e s
r e p o r t e d  l o w e r  y e a r - o v e r - y e a r  i n t e r i m  p r o f i t s .  A  s p u t t e r -
i n g  U . S .  e c o n o m y  i s  l a r g e l y  t o  b l a m e .  I n  m a n y  r e g i o n s ,
i n d u s t r i a l - p o w e r  d e m a n d  h a s  b e e n  d e c l i n i n g  a s  c o m p a -
n i e s  r e d u c e  p r o d u c t i o n .  R e s i d e n t i a l  c u s t o m e r s  a r e  a l s o
l i k e l y  u s i n g  p o w e r  m o r e  p r u d e n t l y ,  g i v e n  t i g h t e r  h o u s e -
h o l d  b u d g e t s .  T h e  f o u r t h - q u a r t e r  o u t l o o k  i s  i n  a  w o r d
" m i x e d " .  T h e  c u r r e n t  s p l i t  b e t w e e n  h i g h e r -  a n d  l o w e r -
e x p e c t e d  y e a r - o v e r - y e a r  e a r n i n g s  i s  a b o u t  5 0 - 5 0 .

W e  r e c e n t l y  b i d  a d i e u  t o  E n e r g y  E a s t  C o r p . ,  S p a i n ' s
I B E R D R O L A  h a v i n g  c o m p l e t e d  i t s  $ 4 . 5  b i l l i o n  ( $ 2 8 . 5 0  a
s h a r e )  a c q u i s i t i o n  o f  t h e  M a i n e » b a s e d  e l e c t r i c  u t i l i t y  o n
S e p t e m b e r  1 7 t h .  C o n s t e l l a t i o n  m a y  b e  t h e  n e x t  t o  g o .
M i d A m e r i c a n  E n e r g y ,  a  s u b s i d i a r y  o f  B e r k s h i r e  H a t h a -
w a y ,  h a s  o f f e r e d  t o  b u y  t h e  b e l e a g u e r e d  u t i l i t y - h o l d i n g
c o m p a n y  f o r  $ 4 . 7  b i l l i o n ,  o r  $ 2 6 . 5 0  a  s h a r e . C o n s t e l l a t i o n

h a r e s  a r e  c u r r e n t l y  t r a d i n g  1 0 %  b e l o w  t h e  p r o p o s e d
t a k e o u t  p r i c e ,  p r o v i d i n g  t r a d i n g  a c c o u n t s  a  d e c e n t  a r b i -
t r a g e  o p p o r t u n i t y .  S t i l l ,
b o u g h t  C E G  s h a r e s  a t  t h e i r  p e a k  ( $ 1 0 8  a  s h a r e )  e l e v e n
m o n t h s  a g o  h a v e  l i t t l e  m o r e  t o  s h o w  f o r  i t  o t h e r  t h a n  a
l o w  e f f e c t i v e  y i e l d  o n  t h e i r  o r i g i n a l  i n v e s t m e n t  ( 1 . 8 % )
a n d  a  p o t e n t i a l  t a x - l o s s - s e l l i n g  b e n e f i t .

u n f o r t u n a t e  i n v e s t o r s  t h a t

Spending Cuts C o n c l u s i o n

U t i l i t i e s  a r e  c u t t i n g  b a c k  o n  s p e n d i n g  a n d / o r  d e l a y i n g
n o n e s s e n t i a l  i n f r a s t r u c t u r e  p r o j e c t s  t h e s e  d a y s .  N e w
J e r s e y - b a s e d P u b l i c S e r v i c e E n t e r p r i s e , f o r  e x a m p l e ,
p l a n s  t o  c u t  i t s  2 0 0 9  c a p i t a l  b u d g e t  b y  u p  t o  $ 3 2 5  m i l l i o n
a n d  s u s p e n d  t h e  $ 6 5 8  m i l l i o n  r e m a i n i n g  o n  i t s  s t o c k -
b u y b a c k  a u t h o r i z a t i o n .  U t i l i t i e s ,  f r o m D u k e  E n e r g y  t o
E c h e l o n  C o r p . , h a v e  a n n o u n c e d  s i m i l a r  m o v e s .  T h e  p u l l -
b a c k s  a r e  l a r g e l y  t h e  r e s u l t  o f  t i g h t e r  c a p i t a l  m a r k e t s
a n d  a n  a s s o c i a t e d  i n c r e a s e  i n  b o r r o w i n g  r a t e s .  T h e y  m a y
v e r y  w e l l  l e a d  t o  m o r e  m o d e s t  r a t e - b a s e  e x p a n s i o n  a n d
c o n s e q u e n t l y  s l o w e r  e a r n i n g s  g r o w t h .

D i v i d e n d s

A t  t h e  p r e s e n t  t i m e ,  w e  r e c o m m e n d  t h a t  i n v e s t o r s
t a k e  a  f a i r l y  c a u t i o u s  s t a n c e  t o w a r d s  t h e  E a s t e r n  u t i l i t y
g r o u p .  T h e  b r o a d  e c o n o m i c  s l o w d o w n  a n d  t h e  p r o s p e c t  o f
m o r e - m o d e s t  r a t e  b a s e  e x p a n s i o n  s u g g e s t  t h a t  e a r n i n g s
g r o w t h  c o u l d  t a k e  a  h i t .  A t  t h e  s a m e  t i m e ,  t h e  b r o a d
m a r k e t  s e l l  o f f  h a s  l e d  t o  i n c r e a s i n g l y  c o m p e t i t i v e  y i e l d s
e l s e w h e r e  a n d  g e n e r a l l y  h i g h e r  n o n u t i l i t y  s h a r e - p r i c e
r e c o v e r y  p o t e n t i a l .  O n  a  p o s i t i v e  n o t e ,  t h e  l o n g - t e r m
t r e n d ,  w i t h  r e s p e c t  t o  p o w e r  d e m a n d ,  s h o u l d  r e m a i n
p o s i t i v e ,  a s  e l e c t r i c i t y  i n c r e a s i n g l y  d r i v e s  a n d  r e c h a r g e s
e v e r y t h i n g  f r o m  p o d s  t o  n e w  l o w -  a n d  n o - e m i s s i o n
v e h i c l e s .  A s  a l w a y s ,  w e  r e c o m m e n d  t h a t  i n v e s t o r s  r e a d
e a c h  r e p o r t  c a r e f u l l y  b e f o r e  m a k i n g  a n y  i n v e s t m e n t
d e c i s i o n s .

Utilities are praised for the generally reliable income
streams that they provide investors in the form of
regular quarter dividends. With that in mind, the me-
dian dividend yield for the group is currently 4.9%, some

Nils C. Van Lies
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Electric Utility
RELATIVE STRENGTH (Ratio of Industry to Value Line Comp.)
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Composite Statistics: Electric Utility Industry

2004 2005 2006 2007 2008 2009 11-13

287.3

20.4

323.9

22.4

345.4

25.2

363.7

28.8

360

29.0

380

32.0

Revenues ($bill)

Net Profit (Sum)

45a

4o.o

30.4%

3.5%

29.6%

3.8%

31.8%

4.5%

334%

58%

34,5%

7.0%

34.5%

7. 0%

Income Tax Rate

AFLIDC % to Net Profit

35.0%

7.0%

56.0%

42.9%

545%

44.2%

51.6%

47.4%

50.6%

483%

51.0%

43.5%

50.5%

49.0%

Long~Term Debt Ratio

Common Equity Ratio

49.5%

50.0%

424.0

433.0

429.9

449.0

491.0

515.7

495.3

535.1

495

540

525

580

Tatar Capital (Shim

Net Plant ($bilI)

G20

665

6.7%

108%

11.1%

7.0%

11.5%

11.5%

70%

11.0%

11.1%

7.4%

11.8%

11.9%

7.0%

11.0%

11.0%

7.0%

11.0%

11.5%

Return on Total Cap'l

Return on Shr. Equity

Return on Com Equity

7.07

11.5%

11.51y

4.9%

55%

50%

57%

5.4%

52%

5.5%

55%

5,0%

62%

5.0%

60%

Retained to Com Eq

All Div'ds to NetProf

5.0%

59%

16.1

.86

3.5%

15.0

.BI

34%

17.0

.90

3.24

17.1

.91

31%

Bold 17
Val
ash
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males

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

14.0

,95

3.9%
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All of the major electric utilities in the central
United States are reviewed in this Issue. Those
that serve the western region may be found in
Issue 11. The eastern companies are covered in
Issue 1.

Utilities-and their customers-are feeling the
effects of inflation. The cost of materials, labor,
fuel, and nor fuel operating and maintenance ex-
penses is rising. This leads to higher bills for
ratepayers.

Constellation Energy agreed to be acquired af-
ter its stock fell sharply amidst worries about the
colnpany's energy trading and marketing opera-
tions. It remains to be seen whether any other
companies will be affected.

Electric utility stocks, as a group, are still
pricey.

As long as regulatory treatment is reasonable-as it
has been in most states of late-utilities can count on
recovery of most of their costs, even as prices rise.
However, companies can't count on reasonable regula-
tory orders to continue indefinitely. State regulatory
commissions are aware that many customers are strug-
gling to cope with higher electric bills. In order to place
new utility plant in the rate base and recover higher
expenses, utilities might well have to accept reductions
in their allowed returns on equity.
The Constellation Energy Deal

T h e  s t o c k  o f  C o n s t e l l a t i o n  E n e r gy ,  w h i c h  w a s  m o r e
t h a n  $ 1 0 0  a  s h a r e  e a r l i e r  t h i s  y e a r ,  p l u m m e t e d  l a s t
w e e k  d u e  t o  t h e  m a r k e t ' s  w o r r i e s  a b o u t  i t s  e n e r g y
t rad i ng and  m ark e t i ng ac t i v i t i e s .  Wa l l  S t ree t  was  c on -
c e r n e d  a b o u t  i t s  e x p o s u r e  t o  t r o u b l e d  f i r m s  s u c h  a s
Lehman B ro t hers ,  and ,  mos t  s i gn i f i c an t l y ,  t he  pos s i b i l -
i t y  o f  d o w n g r a d e s  b y  r a t i n g  a g e n c i e s .  A  s i g n i f i c a n t
d o wn gr a d e  i n  t h e  c o m p a n y ' s  c r e d i t  r a t i n g wo u l d  f o r c e
Cons t e l l a t i on  t o  pos t  s i gn i f i c an t  am oun t s  o f  c o l l a t e ra l .
As  a resul t ,  t he company 's  board of  d i rec tors  was  wi l l ing
t o  a c c e p t  a  t a k e o v e r  o f f e r  f r o m  M i d A m e r i c a n  E n e r gy
Ho ld i ngs  (a  s ubs id i a ry  o f  B erk s h i re  Hat haway )  f o r  c as h
of  $26.50 a share.  For  f ur ther  deta i l s  about  t he t ransac -
t i on ,  s ee  our  s upp lement ary  repor t  i n  t h i s  I s s ue,

I t ' s  t oo  ea r l y  t o  t e l l  whe t he r  Cons t e l l a t i on ' s  t roub l es
wi l l  w ind up a f f ec t ing o ther  companies  t hat  have a large
pres enc e i n  nonregu la t ed  energy  mark e t i ng.  Compan ies
t ha t  hav e  a  l a rge  p res enc e  i n  t h i s  a rea  i nc l ude  E x e lon ,
P u b l i c  S e r v i c e  E n t e r p r i s e  G r o u p ,  P P L  C o r p o r a t i o n ,
F i r s t E n e r gy ,  a n d  S e m p r a  E n e r gy .  T h e s e  s t o c k s  h a v e
weakened la te l y  a long wi t h  t he overa l l  market ,  but  have
not  s een a  de t er i o ra t i on  c omparab le  w i t h  what  Cons t e l -
l a t ion exper ienced.
I n v e s t m e n t A d v i c e

The  V a l ue  L i ne  Ut i l i t y  A v erage  (wh i c h  i nc l udes  o t he r
u t i l i t y  s t oc k s ,  no t  j us t  e l ec t r i c s )  has  f a l l en  as  muc h  as
t h e  V a l u e  L i n e  C o m p o s i t e  A v e r a ge  s i n c e  t h e  s t a r t  o f
2008 ,  des p i t e  t h i s  i ndus t ry ' s  repu t a t i on  as  a  de f ens i v e
one .  E v en  w i t h  t he i r  weak  pe r f o rm anc e ,  m any  o f  t hes e
equ i t i es  are  t rad ing wi t h in  t he i r  2011-2013 Target  P r i c e
Range.  Th i s  s ugges t s  t ha t  v a lua t i ons  a re  h i gh .

We s ugges t  t ha t  readers  ex amine our  i ndus t ry  rev iew
o n  t h e  E l e c t r i c  U t i l i t y  I n d u s t r y  t h a t  w a s  p u b l i s h e d  i n
t he  S ept ember  12 t h  ed i t i on  o f S elec t i on  &  Op in i on .

Paul  E .  Debbas ,  CFA

Everything Is Becoming More Expensive
Electric utilities are experiencing inflation in capital

and operating costs. Building materials such as steel,
copper, and concrete are considerably more expensive
than they were in the early 2000s. Labor costs are also
up. The cost of fossil fuels such as coal and natural gas is
much higher than it used to be, too. (The rise in oil prices
isn't as big a problem for electric generation in this
industry because very little oil is used for this purpose,
except in Hawaii.) Even the cost of nuclear fuel has
risen. Nor fuel operating and maintenance expenses are
going up as well. Healthcare costs are a concern for this
industry just as for most other sectors. Property taxes
are up, too.

These rising costs are being felt by customers. (Even if
there was no inflation, capital spending would be rising
anyway due to environmental compliance, growth of the
transmission and distribution system, and new generat-
ing capacity.) Electric utilities that are still traditionally
regulated are filing rate cases and receiving rate in-
creases. Among the companies in this Issue, utility
subsidiaries of American Electric Power, Ameren, DTE
Energy Clio, [ntegrys Energy, ALLETE, NiSource,
OGE Energy MGE Energy Wester Energy and Alliant
Energyhave electric rate applications pending. In states
in which the generation portion of customers' bills has
been deregulated, electric users are paying more, too,
because the companies that own nonregulated generat-
ing assets are bidding higher prices in the auctions that
are used to determine generating rates.
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INDUSTRY TIMELINESS: B1 (of 99)

Composite Statistics: ELECTRIC UTILITY INDUSTRY

2004 2005 2006 2007 2008 2009 11-13
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TILITY INDUSTRYCOMPOSITE OPERATING STATISTICS: ELECTRIC U

2005

+5.4

15B8

5.73

NA

NA

NA

+1.2

253

2006 2007

+1 .3 +2.2

1578 1571

6.10 6.35

NA NA

NA NA

NA NA

+1 .7 +.3

265 289

% Change Retail Sales (kph)

Average Induct. Use (mph)

Avg. lndust. Revs. per kph (¢)

Capacity at Peak (mw)

Peak Load, Summer (mw)

Annual Load Factor (%)

% Change Customers (yr.-end)

Fixed Charge Coverage (%)

Sources: Annual Reports; Estimates Value Line; Edison Electric lnstilute
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November 7, ZD08 ELECTRIC UTILITY (WEST) INDUSTRY 2230
All of the major electric utilities located in the

western region of the United States are reviewed
in this Issue; eastern electrics, in Issue 1: and the
remaining utilities, in Issue 5.

i n t e rm ed i a t e  and  peak i ng p l an t s .
One m i l d l y  pos i t i v e  e f f ec t  o f  t he  wor l dwide  ec onomic

we a k n e s s  i s  t h e  d e c l i n e  i n  c o m m o d i t y  p r i c e s  t h a t  h a s
ens ued.  E lec t r i c  u t i l i t i es  had  t o  ra i s e  t he i r  c ap i t a l  bud-
gets to ref lect  higher costs for s teel ,  concrete,  copper,  and
other  bui ld ing mater ia ls .  Now,  they  wi l l  l i ke ly  get  a b i t  o f
r e l i e f ,  L o we r - t h a n - e x p e c t e d  d e m a n d  f o r  p o we r  i s  a l s o
l i k e l y  t o  hav e a  modera t i ng e f f ec t  on  c ap i t a l  s pend ing.

With the economy showing signs of severe weak-
ness, and possibly in a recession, we will examine
how this will affect utilities.

We will also look at the effects of the credit
crunch on this industry.

There has been a wider-than-usual variance in
the performance of utility stocks since the steep
broad-market downturn began. Not all utility eq-
uities are cheap.

T h e  C r e d i t  C r u n c h
The concerns  about  the c redi t  c runch are mos t  ev ident

i n  t he  p r i c e  o f  Cons t e l l a t i on  E nergy ' s  s t oc k .  Cons t e l l a -
t i on i s  heav i l y  i nvo lved in  energy  market ing,  so l i qu id i t y
and c red i t  qual i t y  are ex t remely  impor tant .  Wal l  S t reet ' s
worr ies  about  t he heal t h  o f  Cons te l l a t i on 's  nonregula ted
a c t i v i t i e s  c a u s e d  t h e  s t o c k - w h i c h  w a s  a b o v e  $ 1 0 0  a
s h a r e  i n  J a n u a r y  o f  2 0 0 8 - t o  p l u m m e t  t o  $ 1 3  a  s h a r e
before rebounding af t er  t he company  agreed to  be taken
ov er  by  a  s ubs id i a ry  o f  B erk s h i re  Ha t haway .

S o f a r ,  c ompan ies  appear  t o  hav e  adequat e  l i qu id i t y .
A lso,  there haven' t  been many downgrades  by  the c redi t~
ra t i ng agenc ies .  B u t  ev en  s ome i nv es t ment -grade  i s s u-
ers  had to  pay  h igh in teres t  ra tes  on long- term debt  t hat
was  i s s ued  i n  Oc t ober ,  howev er .  Th i s  i s  wor r i s ome be-
c a u s e  a l l o we d  r e t u r n s  o n  e q u i t y  h a v e  b e e n  d e c l i n i n g,
and there is  no assurance that  a reversal  of  th is  t rend is
i n  t he  o f f i ng.

What The Economy Means To Utilities
No matter what the state of the economy is, residen-

tial customers still have to light their homes and use
appliances, entertainment equipment, and computers.
This helps mitigate the effects of economic weakness on
electric utilities. But these companies are hardly
recession-proof. Demand for power from industrial cus-
tomers, and commercial customers to a lesser extent, is
influenced by the health of the economy. Some electric
companies are already seeing year-to-year declines in
sales to their largest customers. What's more, since
economic hard times make it difficult for some residen-
tial customers to pay their bills, many utilities will have
to increase their reserves for uncollectible accounts, if
they have not already done so. Many customers have
already stepped up their conservation efforts due to
price elasticity All of this means that there might well be
a deceleration of utilities' earnings growth rates, or even
a decline in profits.

Some utilities have already been experiencing a slow-
down in customer growth, and demand, as a result of the
slump in the housing market. This includes the utilities
that serve most of Florida, Pinnacle West, which owns
Arizona Public Service, and Sierra Pacific Resources,
which owns Nevada Power and provides electricity to
southern Nevada.

Any industrywide decline in the demand for power
might well have negative implications for companies
that own nonregulated power plants. Among these are
Echelon, Constellation Energy, Public Service Enterprise
Group, and PPL Corporation. Note, though, that market
prices (and the profitability of these plants) is deter-
mined in part by the cost of natural gas, which sets
prices in the wholesale markets because it is used to fuel

C o n c l u s i o n
So far th is  year,  the Value Line Ut i l i t y  Average is  down

more than 30% .  That ' s  a  lo t ,  but  i t ' s  not  near ly  as  much
as  t he  near l y  50%  dec l i ne  i n  t he  V a lue  L ine  Compos i t e
Average.  As  a resul t  of  the big dropof f ,  the average y ie ld
o f  u t i l i t y  s t oc k s  i s  now5% .  F rom  2004  t h rough  2007 ,  i t
was  below 4% .

I n  ge n e r a l ,  s t o c k s  o f  c o m p a n i e s  t h a t  h a v e  a  h e a v y
non regu l a t ed  p res enc e  hav e  f a l l en  m ore  t han  t hos e  o f
companies  that  are mos t ly  or  ent i re ly  regulated.  In some
cases ,  relat ive underperformance of  a ut i l i t y  s tock  is  due
to a worsening of  the company 's  prospects .  In others ,  i t  is
mere ly  an overreac t ion.  Among the s tocks  in  t h i s  I s sue,
we adv ise inves tors  t o  cons ider A/ [DU Resources ,  which
has fal len sharply  due to the dec l ine in gas and oi l  pr ices.
B l a c k  H i l l s  C o r p o r a t i o n o f f e r s  a n  a t t r a c t i v e  y i e l d  a n d
d i v i dend  growt h  po t en t i a l .  B y  c on t ras t , Ha wa i i a n  E l e c -
t r i c I ndus t r i es ,  whos e s t oc k  i s  ac t ua l l y  up  f o r  t he  y ear ,
has  become wi ld l y  overva lued as  a  resu l t .

Paul  E .  Debbas ,  CFA
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old" ALLETE are not

ALLETE, in its current configuration, began
trading on September 21, 2004, the day
after it spun off its automotive services busi-
ness, ADESA (NYSE: KAR), to sharehold-
ers and effected a 1-for-3 reverse stock
split. ALLETE shareholders received one
share of ADESA for each ALLETE share
held. Data for the "
shown because they are not comparable.

CAPITAL STRUCTURE as of 6/30/08
Total Deb! $5593 mm. Due in 5 Yrs  $41.0 mi ll.
LT Debt $53B.5 mill. L T Interest $29.7 mill.

(LT interest earned: 6.0x)
Leases, Uncapltallzed Annual rentals $8.1 mill.

Pension Assets-12/07 $405.6 mill. Oblig. $420.4

mi ll.

P f d Stock None

Common Stock 30,976,329 she.

MARKET CAP: $1.4 billion (Mid Cap)

2007
+.3
N A

4 .82
1701
1614
80.0
+1 .3

ELECTRIC OPERATING STATISTICS
2 0 0 5 2006
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aerat ion in Florida Discont inued water-ut i li ty  ops. in '01, Spun off

automotive remarkeding ops. (ADESA) in 'D4. Generating sources,

'07: coat & ligni te, BE%, hydro, 3%: purchased, 35%. '07 depress.

ra te :  2 .5%.  Has  1 ,500  employees .  Cha i rman,  Pres ident  & CEO:

Donald J. Shipper. Inc.: MN. Address: 30 West Superior St., Duluth,

MN 55a02-2093. Tel.: 218-279-5000. Internet: www.allete.com.

BUSINESS: ALLETE,  Inc .  i s  t he  pa rent  c ompany  o f  Minnes o ta

Power,  which supplies  e lec tr ic i ty  to  141,000 cus tomers  in north-

eas tem Minn. ,  and Superior W ater,  L ight  & Power in northwester

W isc. Electric  revenue mix, '07: taconite mining processing, 28%'

paper/wood products, 11%, other industrial,  B%' res idential,  12%,

commercial, 13%, wholesale, 13% other, 15%. Has real estate op-

f e l t i n g  a  $ 6 0 0 , 0 0 0  d e p o s i t ) .  O u r  2 0 0 8  e a r n -
i n g s  e s t i m a t e  i s  a t  t h e  l o w  e n d  o f  A L ~
L E T E ' s  t a r g e t e d  r a n g e  o f  $ 2 . 7 0 - $ 2 . 9 0  a
s h a r e .
W e  e x p e c t  a  p a r t i a l  e a r n i n g s  r e c o v e r y
i n  2 0 0 9 .  E v e n i f  t h e  r e a l  e s t a t e  b u s i n e s s
d o e s n ' t  s h o w  m u c h  ( i f  a n y )  i m p r o v e m e n t ,
t h e  c o m p a n y ' s  r e t a i l  a n d  w h o l e s a l e  u t i l i t y
o p e r a t i o n s  s h o u l d  b e n e f i t  f r o m  a  f u l l  y e a r
o f  r a t e  r e l i e f .  ( A  $ 7 . 5  m i l l i o n  w h o l e s a l e
t a r i f f  h i k e  t o o k  e f f e c t  a t  t h e  s t a r t  o f  M a r c h
o f  t h i s  y e a r . )  M o r e o v e r ,  M i n n e s o t a  P o w e r
h a s  r e g u l a t o r y  m e c h a n i s m s  t h a t  e n a b l e  i t
t o  r e c o v e r  a b o u t  h a l f  o f  i t s  c a p i t a l  s p e n d -
i n g  v i a  r a t e  r i d e r s ,  e v e n  b e f o r e  t h e s e  e x -
p e n d i t u r e s  a r e  r o l l e d  i n t o  b a s e  r a t e s .
A n  a s s e t  a c q u i s i t i o n  i s  p e n d i n g . M i n -
n e s o t a  P o w e r  h a s  a g r e e d  t o  p a y  $ 8 0  m i l -
l i o n  f o r  a  t r a n s m i s s i o n  l i n e  i n  e a r l y  2 0 0 9 .
T h i s  w i l l  e n a b l e  t h e  u t i l i t y  t o  a d d  w i n d  c a -
p a c i t y  a n d  h e l p  i t  t o  c o m p l y  w i t h  a  s t a t e
m a n d a t e  r e g a r d i n g  r e n e w a b l e  e n e r g y .
W e  h a v e a  n e u t r a l  o p i n i o n  o f  t h i s
s t o c k . I t s  y i e l d  a n d  3 -  t o  5 - y e a r  t o t a l  r e -
t u r n  p o t e n t i a l  a r e  a b o u t  a v e r a g e .  c o m -
p a r e d  w i t h  t h e  n o r m s  f o r  t h e  b r o a d e r  i n -
d u s t r y .
P a u ]  E .  D e b b a s ,  C F A S e p t e m b e r  2 6 ,  2 0 0 8

A L L E T E ' s M i n n e s o t a  P o w e r  s u b s i d i a -
r y  h a s  a  r a t e  c a s e  p e n d i n g . T h e  u t i l i t y
r e q u e s t e d  a  t a r i f f  h i k e  o f  $ 4 5  m i l l i o n
( 9 . 5 % )  b a s e d  o n  a  r e t u r n  o f  l 1 . l 5 %  o n  a
c o m m o n - e q u i t y  r a t i o  o f  5 4 . 8 % .  A n  i n t e r i m
r a t e  i n c r e a s e  o f  $ 3 6  m i l l i o n  ( 7 . 5 % )  t o o k  e f -
f e c t  a t  t h e  s t a r t  o f  A u g u s t .  T h e  n e t  e f f e c t
o n  r e v e n u e s  o v e r  t h e  l a s t  f i v e  m o n t h s  o f
2 0 0 8  w i l l  b e  $ 1 3  m i l l i o n ,  s i n c e  t h e  o r i g i n a l
r e q u e s t  i n c l u d e s  $ 8  m i l l i o n  o f  r i d e r s  t h a t
a r e  a l r e a d y  b e i n g  p a i d  b y  c u s t o m e r s .  T h e
f i n a l  o r d e r  f r o m  t h e  M i n n e s o t a  c o m m i s s i o n
i s  e x p e c t e d  b y  m i d - 2 0 0 9 .
A L L E T E ' s u t i l i t y  s u b s i d i a r y i n  W i s -
c o n s i n  h a s  f i l e d  a  r a t e  r e q u e s t ,  t o o .
S u p e r i o r  W a t e r ,  L i g h t  8 :  P o w e r  i s  s e e k i n g
a  r a t e  b o o s t  o f  $ 4  m i l l i o n  ( 5 % )  b a s e d  o n  a
r e t u r n  o f  1 1 . 5 %  o n  a  c o m m o n - e q u i t y  r a t i o
o f  5 7 . l % .  N e w  t a r i f f s  a r e  e x p e c t e d  t o  t a k e
e f f e c t  i n  J a n u a r y  o f  2 0 0 9 .
A s h a r p  d e c l i n e  i n  p r o f i t a b i l i t y  f r o m
A L L E T E ' s r e a l  e s t a t e  b u s i n e s s  w i l l a l -
m o s t  c e r t a i n l y  c a u s e  c o r p o r a t e  p r o f i t s
t o  d e c l i n e  s i g n i f i c a n t l y  i n  2 0 0 8 . T h i s
o p e r a t i o n  i s  f e e l i n g  t h e  e f f e c t s  o f  t h e  r e a l
e s t a t e  s l u m p  i n  F l o r i d a .  I t  s u f f e r e d  a n o t h -
e r  s e t b a c k  i n  J u l y  w h e n  a b u y e r b a c k e d
o u t  o f  a  $ 2 8 . 9  m i l l i o n  c o n t r a c t  ( t h e r e b y  f o r -

T a r g e t  P r ic e  R a n g e
2 0 1 1 2 0 1 3

120
100
BO
64

48

32

24
20
16
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Company's Financial Strength
Spoor:k's Price Stability
Price Growth Persistence
Earnings Predictability

(A) Diluted EPS. Excl. nor rec. gain (loss): '04,
2¢ net, '05, ($1.B4); gain (losses) on discontin-
ued operations: '04, $257_ '05, (16¢), '06, (2¢),
loss  f rom account ing change:  '04 ,  27¢.  Next
ea 2008, Value Line Publishing, inc. All rights reserved.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERR
ii it may be reproduced, resold, stored or transmitted in any

earnings report due late Oct. (B) Div'ds histori-
caliy paid in early Mar., June, Sept., and Dec. I
Div'd reinvestment plan avail. t Shareholder in-
vestment plan avail. (C) incl. deferred charges.

Factual material is Gbtained ham sources believed to be
ORS OR OMISSIONS HEREIN. This 1uhlicaticn is strictly
printed, electronic or other In rm. or use for generating nr mal

In '07:  $2.49/sh. (D) I n mi l l .  (E )  Ra te  bas e :
Original cost depress. Rate allowed on com. eq.
in '95 :  11.B%, earned on avg.  com. eq. ,  '07 :
124% Regulatory  Climate:  Average

reliable and is provided without warranties al any kind. ll
tor subscriber's own. non-commercial, internal use. No pan
keying any printed or electronic publicalinn, service or prude.
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ALLIANT ENERGY NYSE-LNT 33.31RECENT
PRICE * no 1 1 (32935

RELATIVE

PIE RATIO 0.78
[ADN'D

YLD 4.4% LUE
ONE

37.8
25.8

33.2
27.5

31.0
14.3

251
15.0

28.8
23.5

30.6
25.6

40.0
27.5

46.5
34.9

42.4
31.3

High :
Low:

34.4
26.8

34.9
28.0

Price
45
35

Ann'I Total
Return
12%

6%

TIMELINESS 3 Rai5ed 2I15loB

sArErv 2 Raised9/28l07

TECHNICAL 3 Raised 8l1loB
BETA .ea (1.n0=Mavke0

2011-13 PROJECTIONS

Gain
(+35%

(+5%1
H' hL?"
Ins ide r  Dec i s i ons

N  D  J  F  M  A M J  J
0  0  0  0  0  0  0  1 0
1  0  0  0  0  D  0  0  0
1  0  0  o  0  0  0  0  0

to Buy
Options
to Sell

2 0 1 2

v >?4

I n
, I

'|
ll IIII1" 11111

10"*-**'v1 l li
NU  |

lnI"ll1III 11111 |" | I
| 11» | I  |

1111
l»l

1

|"

I l I
I M § I | '

I, l

1 yr.
3 yr,
5 yr.

% TOT. RETURN 8108
11.115 VLARITM.

swcx INDEX
-4.2 -9.4
29.4 12.4

w a s 58.8

DO
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115
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Institutional Decisions

48207
lo °"r 115
to Sel 10a
Hld's(MII} 63027

12
8
4

Percent
shares
traded

Alliant Energy, formerly called Interstate En-
ergy Corporation, was formed on April 21,
1998 through the merger of WPL Holdings,
ITS Industries, and Interstate Power. WPL
stockholders received one share of Inter-
state Energy stock for each WPL share, ITS
stockholders received 1.14 Interstate Ener-
gy shares for each ITS share, and Interstate
Power stockholders received 1.11 Interstate
Energy shares for each Interstate Power
share. Data prior to 1998 are for WPL H0|d-
ings only and are not comparable with Al-

Iiant Energy data.

CAPITAL STRUCTURE as of 6130108
Total Debt $17458 mill. Due in 5 Yrs $651.5 mill.
LT Debt $14032 mill. LT Interest $99.0 mill.

(LT interest earned: 6.6x)
Pension Assets-12/07 $890.0 mill. Oblig. $879.0

mill.
Pfd Stock $243.8 mill. Pfd Dlv'd $18.7 mm.
449,765 she. $100 par; 8,199,460 she. $25 par:

1,127,787 she. $50 par.

Common Stock 110,450,391 she. as of 7/31/08
MARKET CAP: $3.7 billion (Mid Cap)
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1998 1999 2000 2001 2002 2003 2004 2005 2007
27.45
4.85
1.26
2.w

27,83

5.71

2.19

2.00

30.44

6.57

2.47

2.00

30.91

s.a2

2.42

2.00

28.26

4.52

1.18

2.00

2B.19

4.19

1.51

1.00

25.56

4.69

1.as

1.02

28.02

5.4s

2.21

1.05

31.15

5.12

2.69

1.21

4.79
20.69

6.06

27.29

13.50

25.79

9.13

21.39

7.12

1s.a9

7.69

21.37

5.55

22.13

4.51

2o.as

4.91

24.a0

77.63 78.98 79.01 89.68 92.30 110.96 115.74 111.04 |1

25.1
1.31
6.3%

13.0

.14

7.0%

11.8

.77

6.9%

12.6

.as

6.6'/l

19.9

1.09

8.5*

12.1

.72

5.0%

14.0

.14

3.9%

12.6

.57

3.8%

1a.1

.80

3.1%

2130.9

103.4

2198.0

178.2

2405.0

203.1

2777.3

194.9

2608.8

113.1

3128.2

176.6

295B.7

229.5

3219.6

3378

3437.8

320.8

36.0%

6.6%

40.3%

4.1%

54.0%

4.3%

23.5%

5.7%

24.2%

6.8%

29.9%

11.7%

28.7%

8.1%

19.0%

3.0%

44.4%

2.4%

47.3%

49.2%

39.6%

57.4%

47.0%

50.2%

54.7%

421%

56.4%

39.2%

44.8%

50.0%

45.0%

50.2%

41.6%

53.1%

32.4°/l
61.9%

3262.9

3101.7

3756.0

3485.0

4061.4

3719.3

4490.2

3862.8

4s79.1

37292

4738.4

4432.5

5104.7

52B4.8

4599.1

4866.2

4329.5

4679.9

4.9%

6.0%

6.0%

6.1%

7.9%

8.0%

6.6%

9.4%

9.6%

6.2%

9.6%

9.8%

4.1'/4

5.5%

5.a%

5.7%

6.8%

6.7%

6.1%

8.2%

8.2%

8.9%

12.5%

13.1%

8.5%

11.0%

11.3%

I
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Aus
5.10
2.90
1.53

Revenues Pu sh

'Cash Flow pr sh

Enmings per M A

Div'd Decfd PIT Sn liT

:ass

7.55

3.30

1.92
I1 .

27.15

Cap'I pending per Sn

Book Value per sh c 31.95
l I2. l'g vecommon s I11 |
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Rellilvl PE Ramo

Avg Ann'l Diva Wald

1

.as

4.4%

3970

340

Revenues (small)

l le l  mm (small)
4740

410

36.0%

10%

Income ll me

AFUDC % to Net Profit

44.0ss

3.0%

40.0%

55.5%

Long-Term Debt Ratio

Common Equity Ratio

41.0%
55.5%

5485

6290

nil Capital nmlm
tae: om (smile)

casa

8380

7.5%

10.5%

10.5%

RMum on Tool Cap'l

Rnum on Shr. Equity

Return on Com Equliy I

7.5%

9.5%

10.0%

2008
S m
5.55
2.75
1.40
.4

25.75

11 .I r

nu no
Wim
Latin

3740

325

44.0%

10%

36.5%

51.5%

4905

5420

1.o%

10.5%

11.5%

200s
28.93

4.33

2.06

1.15
. .4.

22.B3

116.13

w.

.91

3.3%

3359.4

2so.1

43.8%

3.1%

31.4%

62.9%

4218.4

4944.9

7.5%

9.0%

9.1%

NMF 92%

.4

81%

.v

55% NMF

4.479

67%

J.0'l1

58%

ons
42%

4.uh

59%

b.97»
50%

5.0%

54%

5.0%

55%

Rciained to Com Et

All Div'ds to Not Prof

4.5x

60%

2007
+1 .a
42a2
5.77
4902
5751
53.0
-1 .a

ELECTRIC OPERATING STATISTICS
2005 zoos
+4.6 -1 .7
4215 4180
5.26 5.96
5446 4985

) 5932 5981
55.6 52.0
*1 .3 41 .a

z.°:.z=.~¢ .
NO (ll

Peaklwd. 5. .
Maui arad Fu: z.
1 Gwlge Ousmmes 40)

linois. Elect. revs. by stale: WI,

Elem. rev.: resit.. .

other. 6%. Fuel sources, '07: coal. ask, gas. 25'/.2 oil, 6%. other,

under 1%. Fuel costs: 54% d revs. '07 depress. role: 2.6%. Est'd

plant age: 10 yrs. Has 5,119 employ., Chrmn.: Erroll B. Davis. Jr.

Pres. & CEO: William D. Haney. Inc.: WI. Address: 4902 n. sin-
more Lane. P.O. Boot 77007, Madison, WI 53707-1007. Tel.; 608-

458-3391. lnlernelz allianl-enelgy.com.

BUSINESS: Nlianl Energy, lcrmofly named Interstate Energy, is a

holding company Donned through the merger cl WPL Hidings. ITS

Industries, and Interstate Power, Supplies elect. (73% d revs.). gas

(19%), and other services (8%) in Wisconsin, Iowa, Minnesota, & ll-
47%. IA, 49%. MN, 35. IL, 1%.

35%. ccmm'l. 22%, ind'I, 30%. wholesale. 7%.

l o c a t i o n  i n  t h e  t r a n s m i s s i o n  s  s t e m  w o u l d
a l l o w  i n c r e a s e d  i m p o r t s  i n t o  V i s c o n s i n  o f
4 0 0  m w  t o  6 0 0  m w .  B u t  t h e  c o m m i s s i o n ' s
s t a f f  r e c o m m e n d s  r e j e c t i o n  o f  t h e  p l a n t  b e -
c a u s e  o f  i t s  h i g h  e s t i m a t e d  c o s t  o f  $ 1 . 1  b i l -
l i o n .  T h e  f u l l  c o m m i s s i o n ' s  d e c i s i o n  o n  t h e
p r o j e c t  i s  d u e  H g  y e a r e n d .
T h e  t i m i n g  o  c o s t  r e c o v e r y  f r o m  l a s t
J u n e ' s  f l o o d i n g  d a m a g e  w i l l  h a v e  a n
i m p o r t a n t  b e a r i n g  o n  2 0 0 8  e a r n i n g s .
L N T  e s t i m a t e s  t h e  s t o r m s  w i l l  r e d u c e  t h i s
y e a r ' s  e a r n i n g s  b y  $ 0 . 2 0  a  s h a r e .  T h e  i m -
p a c t  w i l l  b e  m i t i g a t e d  b y  i n s u r a n c e  p r o -
c e e d s ,  r e c o u p m e n t  o f  s t e a m  c o s t s  u n d e r  a
r e n e g o t i a t e d  c o n t r a c t ,  a n d  d e f e r r a l  r e -
q u e s t s  s u b m i t t e d  t o  r e g u l a t o r s .  T h o u g h
r e a s o n a b l e  r e c o v e r  i s  l i k e l y ,  i t ' s  u n c e r t a i n
w h e t h e r  i t  w i l l  a l l  b e  a c h i e v e d  t h i s  y e a r .
F o r  n o w ,  w e  a r e  m a i n t a i n i n g  o u r  2 0 0 8
e a r n i n g s  e s t i m a t e  o f  $ 2 . 7 5  a  s h a r e .  H i g h e r
r a t e s  p o i n t  t o  i m p r o v e d  r e s u l t s  n e x t  y e a r .
T h e  y i e l d  i s  n e a r  t h e  i n d u s t r y  n o r m .
B u t  a  l o w  p a y o u t  r a t i o  a n d  p r o j e c t e d  s o l i d
e a r n i n g s  g a i n s  t o  2 0 1 1 - 2 0 1 3  s u g g e s t
a b o v e - a v e r a g e  d i v i d e n d  g r o w t h  o v e r  t h e
s a m e  t i m e  f r a m e .  T h e  s t o c k  m i g h t  i n t e r e s t
i n c o m e - o r i e n t e d  i n v e s t o r s .
A r t h u r  H  M e d a l i s t S e p t e m b e r  2 6 .  2 0 0 8

A l l i a n t  E n e r g y  s e e k s  h i g h e r  r a t e s  i n
W i s c o n s i n .  T  e  r e q u e s t  c a l l s  f o r  a  $ 9 3
m i l l i o n  b o o s t  i n  r e t a i l  e l e c t r i c  r a t e s  a n d  a
s m a l l  d e c r e a s e  o f  $ 8 1 4 , 0 0 0  i n  n a t u r a l  g a s
t a r i f f s .  T h e  h i k e  w o u l d  c o v e r  t h e  $ 1 8 0  m i l -
l i o n  c o s t  o f  t h e  6 8 - m e g a w a t t  ( m w )  C e d a r
R i d g e  w i n d  f a r m ,  t h e  a d d i t i o n  o f  e m i s s i o n
c o n t r o l s  o n  e x i s t i n g  p l a n t s ,  a n d  e x p a n s i o n
o f  t h e  e n e r g y  c o n s e r v a t i o n  a n d  r e n e w a b l e
p o w e r  p r o g r a m s .  T h e  f i l i n g  a l s o  i n c l u d e s
r e c o v e r y  o  t r a n s m i s s i o n  a n d  d i s t r i b u t i o n
c o s t s .  I t  i s  b a s e d  o n  n o  c h a n g e  i n  t h e  c u r -
r e n t  1 0 . 8 %  a l l o w e d  r e t u r n  o n  e q u i t y .
W h a t e v e r  a m o u n t  i s  a w a r d e d  w i l l  t a k e  e f -
f e c t  o n  J a n u a r y  l ,  2 0 0 9 .  F i n a l l y ,  t h e  a p -
p l i c a t i o n  a s k s  t h a t  t h e  c a s e  b e  r e o p e n e d
l a t e r  t o  i n c l u d e  c o s t s  a s s o c i a t e d  w i t h  a p -
p r o v e d  i n f r a s t r u c t u r e  a d d i t i o n s  f o r  2 0 1 0 .
T h e  c o m p a n y  p l a n s  t w o  n e w  c o a l -
f i r e d p l a n t s .  t  r e c e n t l y  r e c e i v e d  a p p r o v a l
t o  B u i  d  t h e  6 3 0 - m w  S u t h e r l a n d  4  u n i t ,  f o r
w h i c h  i t  w i l l  p a y  $ 9 5 0  m i l l i o n  f o r  a  3 5 0 -
m w  s t a k e .  C o n s e n t  w a s  g r a n t e d  s u b j e c t  t o
t h e  r e q u i r e m e n t  t h a t  1 0 %  o f  t h e  f a c i l i t y ' s
o u t p u t  w o u l d  b e  g e n e r a t e d  f r o m  b i o m a s s
s o u r c e s  w i t h i n  f i v e  y e a r s  o f  o p e r a t i o n .
L N T  a l s o  w a n t s  t o  b u i l d  a  3 0 0 - m w  p l a n t
a t  t h e  e x i s t i n g  N e l s o n  D e w e y  s i t e ,  s i n c e  i t s

416ask252me cam aw. (ml

Past
la Yrs.

ANNUAL RATES
al change (psi sh)
Revenues
"Cash Flaw"
Eamings
Dividends
Book Value

Est'd '05-'07
h '11-'11

5.0%
7.0%
6.0%
9.0%
6.0%

Pas!
Yrs.
-.5%

-2.5%
3.0%

-10.5%
.5%

-.5%
.5%

-5.0%
1.5%

Cal-
endar

QUARTERLY HEVEWES (S mill.]
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2005

goos

2001

2008

2009

860.9

890.4

907.3

825.2

930.9

912.7

992.0

906.8

841.3

871.4

940.0

10o0

son

10401050

686.7

696.8

746.2

827.4

aa0

-

3279.

3359.

3437.

3740

J970

Cal-
endar

EIRNINGSPERSHAHE*
Mar.31 Jun.30 $ep.30 Dec.31

Full
Year

2005

zoos

2007

20oa

2009

.41

.as

.43

.as

. i s

1.05

.75

1.05

1.00

1.05

.52

.36

.as

.58

.60

.23

.56

.as

.sz

.67

2.21

2.06

2.69

2.75

2.90

Cal-
endar

QUARTERLY DMDENDS PAID l -1
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2004

2005

2o0s

2001
zoos

.283

.263

.288

.318

.25

.263

.288

.318
35

.25

.sea

.288

.318
35

.25

.zs

.288

.318
'45

1.01

1.05

1.15

1.27

LEGENDS
0.95 x Dividends P sh

xynteres Rate
Relative nee Strength

32.4
3 5 2

divided b

Options: Yes . .
haded area :ndicares recession |

..|. i -

Ta rge t  P r i ce  Range
2011 2 0 1 3
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Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

100
(A) Diluted EPS. Excl. nonrecur, gains (losses):
'96, ne! 7¢~ '99, 32¢, '00, $2.56, '01, (28¢), '03,
net 24¢, '04, (58¢), '05, ($1.05), '06, 84¢, '07,
$1.11. Next egg. rpt. due late Oct. (B) Div'ds
a 200B, Value Una Pubrishirr , Inc. All rt his resewed.
THE PUBLISHER IS NOT RE8PONSrBLEgFOR ANY ERR
of it may be reproduced, resold, slurred or transmitted in any

ORS OR OMISSIONS HEREIN.
printed. electronic or olaf form,

historically paid in mid-Feb., May, Aug.. and
Nov.. l Div'd reinvest. plan avail. t shareholder
invest plan avail. (C) Incl. deferred chge. in
'07: $307.9 mill., $2,79/sh, (D) In mill. (E) Rate

Factual material is obtained from sources believed to be
Thistlaublicaticn is slrktlly

m use lot generating of ma

base; Orig. cost. Rate allowed on com. eq.: in
'05, WI, 10.B%, in '07, IA., 10.7%, earned on
avg com. eq., '07; 11.3%. Regul. Clim.: WI,
Above Avg., lA, Below Avg,

reliable and is provided without warranties Ur any kind.
lot subscriber's own, non~commercial, internal use. No part
rketing any primed or electronic publication, service of productI Ill



A NYSE-AEE 40.42RECENT
PRICE

PIE

RATIO 12.9(8:2:s:s§1833)
RELA11VE

PIE RATI0 0.85 VAL
Ll

DIV D
YLD 6.3%

46.9
27.6

46.0
36.5

45.3
34.7

46.5
37.4

50.4
40.6

56.8
47.5

55.2
48.0

55.0
47.1

54.3
38.7

High:
Low:

43.8
34.5

44.3
35.63 Raised804/07TIMELINESS

2

Price
50
40

SAFETY Lnwefed 3/30/07

TECHNICAL 3 Raised ansioa
BETA .80 (1.00 = Market)

2011-13 PROJECTIONS
Ann'I Total

Return
11 %

6 %

Gain
2 5 %

( +  ( n u t
H'gh
do,

to Buy
Oplkms
to Sell

Insider Deeislons
N D J F M A M J J
0 0 0 0 1 0 0 0 0
0 0 0 0 0 0 0 0 0
1 0 0 0 0 0 0 0 0

,

2 0 1 2

11111 In II 1"l.ll-I*

2 "Up .  " ,
II
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ll l1VII1 I | II III•

I l l
so

• u "__a a
r
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a l

1 yr.
3 yr.
5 yr.

% TOT. RETURN 8/08
THIS

STOCK
-13.0
-11.4
29.4

vLAmm.
INDEX
-9.4
12.4
56.8

|...
In s t i t u t io n a l  D e c is io n s

492007 1Q21101 202008
loBby 162 156 163
Io Sell 164 179 142
Hld's(000) 133717 124249 124375

15
10
5

Percent
shares
traded

Ameren was formed on December 31,
1997 through the merger of Union Eiecziric
and CIPSCO. Each common share of Union
Electric was exchanged for 1.00 share of
Ameren, while each common share of
CIPSCO was exchanged for 1.03 Ameren
shares.

CAPITAL STRUCTURE as of 6130/08
Total Debt $7881 .0 mill. Due in 5 Yrs $26500 mill.
LT Debt $61460 mi ll. LT Interest $335.8 mill.

(LT interest earned: 4.2x)

Pension Assets-12/07 $2.70 bi ll. Oblig. $3.08 be.

Pfd Stock $211.0 mill. Pfd Div'd $11 .0 mill.
1,137,595 she. $3.50 to $7.64 cum. (no par) stated
at liquid. value, 191,204 she., $100 par, 4.50% to to
4.60%, 800,000 she. 4.00% to 6.625%.

Common Stock 210,208,319 she. as of 7/31/08

MARKET CAP: $8.5 billion (Large Cap)

ELECTRIC OPERATING STATISTICS
2005 zo o s

+15 .0 +4 .5
N A N A

4 .27 4 .25
2 0 8 8 8 2 1 1 7 7
1 7 5 6 3 1 6 4 1 6

N A N A
NA N A

2007
+6 .4

NA
4 .03

21150
1 6 5 8 0

N A
N A

Avg. lndus1.p km
Capacity at ea w
Peak Load, SummerI
Amu al Load Fader (
% Change Customers -end)

%ch Re4ailSd (Kwn)
Avg. Use IMVIIwH

Revs.per (¢)

377 294 280Hied Charge Cov. {'/,I

Past
5 Yrs.
3.5%
,5%
-. 5%

Past
10 Yrs.

4.5%
1.5%
1.0/a

Es\'d '05-'07
to'11-'13

3.5%
5.5%
3.5%

Nil
5.5% 3.0%3.5%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.30 Sep.30 Dec.31

F u l l
Year

2005

2005

2007

2008

2009

1621

1800

2019

2079

2170

1590

1550

1723

1788

1880

1868

1910

1997

2080

2160

1701

1620

1807

1883
1970

6780.0

6880.0

7546.0

7830

8180

Cal-
endar

EARNINGS PER SHARE A

Mar.31 J un. 3 0  Se p. 3 0 Dec.31
Full
Year

2005

2006

2007

2008

2009

.21

.30

.61

.42

.45

1.37

1.42

1.36

1.35

1.40

.62

.34

.GB

.66

.70

.93

.so

.69

.67

.70

3.13

2.66

3.34

3.10

3.25

Cal-
endar

QUARTERLY DIVIDENDS PAID B:

Mar.31 Jun.30  Sen.30 Dec.31

Full
Year

2004

2005

200s

2007

200B

.635

.635

.835

.635

.635

.635

.835

.635

.535

.535

.635

.635

.535

.635

.635

.535

.635

.635

2.54

2.54

2.54

2.54

iii
II I 4 I ll

I
I I | I I | I I|.

I
"|' muml l l \ l  I l l l l l \ l l | I ll II I l lI 111

1998 1999 2000 2001 2002 2003 2004
24.18

5.36

2.82

2.54

25.68

5.36

2.81

2.54

28.10

6.11

3.33

2.54

32.64

6.33

3.41

2.54

24.93

5.28

2.66

2.54

28.20

6.29

3.14

2.54

26.43

5,57

2 8 2

2.54

2.37

22.27

4.16

22.52

6.77

23.30

7.99

24.26

s .1 t

24.33

4.19

26.73

4 1 3

29.71

137.22 137.22 137.22 138.05 154.10 152.90 195.20

14.2

.74

6.3%

13.5

.77

6.7%

11.0

.72

6.9%

12.1

.62

6.2%

15.8

.86

6.1%

13.5

.71

8 0 %

16.3

.BE

5.5%

3318.2

399.1

3523.6

397.8

3855.8

469.8

4505.9

481.0

3841.0

393.0

4593.0

517,0

5160.0

541.0

40.1%

3.0%

39.4%

3.6%

39.1%

2.9%

384%

4.3%

38.9%

2.8%

36.B%

1.9%

34.3%

1.8%

41.0%

54.8%

42.4%

53.5%

44.4%

51.8%

44.2%

522%

46.0%

51.4%

473%

50.6%

455%

52.6%

5580.7

6928.0

5773.4

7165.2

6176.9

7705.7

6419.3

8426.6

7468.0

8914.0

8506.0

10917

11036

13297

8.7%

12.1%

12.6%

8.2%

12.0%

12.5%

8.9%

13.7%

14.3%

8.7%

13.4%

14.0%

6.5%

9.7%

9.9%

7.4%

11,4%

116%

6.0%

9 0 %

9,1%

.la

2005
33.12

6.10

3.13

2 5 4

4.63

31.09

204.70

16.7

BE

4.9%

5780.0

628.0

35.6%

2.9%

44.9%

53.3%

11932

13572

6.5%

9.5%

9.7%

I al I

I L

2009 © VALUE LINE PUB., INC2006 2007
33.30

5.79

2.66

2.54

38.15

6.17

3.34

2.54

4.80

31.86

6.82

32.35

206.60 20B.73

19.4

1.05

4.9%

15.6

.83

4 9 %

6BB0.0

547.0

7546.0

629.0

35.8%

.7%

33.5%

1 4 %

43.8%

545%

45.0%

53.4%

12063

14286

12638

15069

5.7%

8.1 %

B.1%

6.2%

9.1%

9.0%

2008
37.30

6.70

3.10

2.54

7.50

33.20

210.40

Bold Hg
Value
destin

7830

660

34.0%

3.0%

49.5%

49.0%

14280

15910

6.0%

9.0%

9.5%

38.60

7.20

3.25

2.54

Revenues per sh

"Cash Flow" per sh

Earnings perch A

Div'd DecI'd per sh B.

41.75

8.40

3.55

2.54

7.55

34.05

Cap'l Spending per sh

Book Value per sh c

1 2 0

37.40

212.00 Common Shs Outst'g E 222.00

HIS are
Line
Ares

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

12.0

.80

6.0%

8180

695

Revenues ($mill)

Net Profit ($mlll)

9270

795

34.0%

3.0%

Income Tax Rate

AFUDC % to Net Profit

34.0%

3.0%

49.5%

49.0%

Long-Term Debt Ratio

Common Equi ty Ratio

49.0%

50.0%

14730

16670

Total Capital ($milI)

Net Plant ($miII)

16615

18470

6.0%

9.5%

9.5%

Return on Total Cap'l

Re c ur on Shr. Equi ty

Return on Com Equi ty  °

6.0%

9.5%

9.5%

1.2%

90%

1.2%

91%

3.4%

77%

3.6%

75%

.2%

98%

22%

BI%

.9%

91%

1.7%

83%

2 %

97%

1.2%

86%

1.5%

82%

2. 0%

78%

Retained to Com Et

All Div'ds to Net Prof

2.5%

72%

went ,  pe t ro leum re f ining.  2007  fue ls ;  coa l,  B4%,  nuc lear ,  12%;

other,  4 />.  Fue l cos ts ,  466 a l revenues ;  labor cos ts ,  12%. 2007

deprec ia t i on ra te :  3%~4%,  Es t ima ted plant  age :  13  years .  Has

9 ,069  employees ,  Chmln. ,  CEO,  and Pres . :  Gary  L .  Ra inwate r .

inc ;  Missour i .  Address :  1901 Château Street ,  St  Louis ,  Missour i
53166. Telephone: 314-621~3222 Internet: www.ameren.com.

BUSINESS: Ameren Corp.  i s  a  ho lding company  fo rmed through

the  me rge r  o f  Uni o n E le c t r i c  a nd CIPSCO.  Ac qui re d CIL CORP

2003,  I l l i no is  Power 2004 .  Supplies  e lec t  and gas  to  3 ,400 ,000

customers in Missouri  (409 elect revs.) and i llinois  (BOW ), Elect,

revs.:  res i t . ,  42%, comer.,  36%, induct. ,  17%; other,  5%. Largest

induct. customers: primary metals, chemicals, transportation equip-

p u t f r o m c o n s u m e r  a n d  e n v i r o n m e n t a l
g r o u p s .  E v e n  w i t h  r e d u c e d  e n e r g y  u s a g e ,
h o w e v e r ,  A E E  w i l l  r e q u i r e  n e w  c a s e l o a d
f a c i l i t i e s  b y  2 0 1 8 .  T h a t ' s  l a r g e l y  b e c a u s e  o f
t h e  e x p e c t e d  r e t i r e m e n t  o f  s o m e  o l d  a n d
c o s t l y  c o a l - f i r e d f a c i l i t i e s . M e a n w h i l e ,
p e a k i n g  u n i t s  a r e  b e i n g  a d d e d  t O m a i n t a i n
a  s a t i s f a c t o r y  r e s e r v e  m a r g i n .
E a r n i n g s  m a y  d e c l i n e  t h i s  y e a r . T h e
b i g  n e g a t i v e  i s  h i g h e r  f u e l  c o s t s ,  w h i c h  w i l l
r e d u c e  n e t  b y  $ 0 . 4 0  a  s h a r e .  T o o ,  t h e  i s s u -
a n c e  o f  l o n g - t e r m  d e b t  t o  p a y  f o r  p o l l u t i o n
c o n t r o l s  a n d  i m p r o v e m e n t s  t o  t h e  i n f r a -
s t r u c t u r e  h a s  i n c r e a s e d  i n t e r e s t  e x p e n s e .
M o r e o v e r ,  n o n r e g u l a t e d  b u s i n e s s  o p e r a -
t i o n s  m a y  p o s t  o n l y  f l a t  r e s u l t s  f o r  a n o t h e r
f e w  y e a r s .  D e s p i t e  a  f u l l  y e a r  o f  h i g h e r
r a t e s  i n  t w o  j u r i s d i c t i o n s ,  w e  e s t i m a t e
2 0 0 8  e a r n i n g s  w i l l  d r o p  ' 7 % ,  t o  $ 3 . 1 0  a
s h a r e .  T w o  p e n d i n g  r a t e  o r d e r s  s u g g e s t
b e t t e r  r e s u l t s  i n  2 0 0 9 .
T h e s e s h a r e s  a r e  a n  a v e r a g e  u t i l i t y s e -
l e c t i o n . T h e  y i e l d  i s  a l m o s t  t w o  p e r c e n t -
a g e  p o i n t s  a b o v e  t h e  g r o u p  a v e r a g e .  B u t
t h e  d i r e c t o r s  h a v e n ' t  r a i s e d  t h e  p a y o u t
s i n c e  1 9 9 7 ,  a n d  w e  d o n ' t  e x p e c t  t h e m  t o  d o
s o  i n  t h e  c o m i n g  3  t o  5  y e a r s .
A r t h u r  H  M e d a l i s t S e p t e m b e r  2 6 ,  2 0 0 8

A m e r e n  a w a i t s  r e g u l a t o r y  o r d e r s  o n
r a t e  f i l i n g s  i n  t w o s t a t e s .  I n  M i s s o u r i ,  i t
s e e k s  a n  i n c r e a s e  o f  $ 2 5 1  m i l l i o n  a n n u a l l y ,
T h e  h i k e  w o u l d  c o v e r  t h e  $ 5 0 0  m i l l i o n  c o s t
t o  r e d u c e  e m i s s i o n s  a t  c o a l - f i r e d  p l a n t s ,
e n a b l e  t h e  c o m p a n y  t o  p u t  v u l n e r a b l e
t r a n s m i s s i o n  l i n e s  u n d e r g r o u n d ,  a n d  o f f s e t
t h e  r i s i n g  p r i c e  o f  b u y i n g  a n d  t r a n s p o r t i n g
c o a l .  A E E  a l s o  a s k s  f o r  a  f u e l  a n d
p u r c h a s e d - p o w e r r e c o v e r y m e c h a n i s m
w i t h o u t  t h e  e x p e n s e  o f  a  f u l l - b l o w n  r a t e
c a s e .  A n  o r d e r  h e r e  i s  d u e  i n  M a r c h .  T h e
I l l i n o i s  s u b s i d i a r y  h a s  r e q u e s t e d  h i g h e r
e l e c t r i c  r a t e s  o f  $ l 8 0  m i l l i o n  a n d  $ 6 7  m i l -
l i o n  i n  i n c r e a s e d  p o s t e d  g a s  t a r i f f s .  T h e
b o o s t  i s  n e c e s s a r y  t o  c o v e r  t h e  p l a n n e d
$ 9 0 0  m i l l i o n  o u t l a y  f o r  i m p r o v e m e n t s  t o
t h e  s y s t e m  t h r o u g h  2 0 1 0 .  B u t  a  s t a t e
l e g i s l a t o r  a n d  c o n s u m e r  w a t c h d o g s  a r e
r e s i s t i n g  t h e  i n c r e a s e .  W h a t e v e r  a m o u n t  i s
g r a n t e d  w i l l  t a k e  e f f e c t  n e x t  m o n t h .
T h e  c o m p a n y  i s  e x p a n d i n g  i t s  e n e r g y
e f f i c i e n c y p r o g r a m s . I n  2 0 0 9 ,  i t  w i l l
s p e n d  $ 2 4  m i l l i o n  t o  d e l a y  t h e  n e e d  f o r
n e w  p o w e r  p l a n t s .  B y  2 0 1 5 ,  i t  w i l l  i n c r e a s e
t h e  o u t l a y  t o  $ 5 6  m i l l i o n  y e a r l y .  T h a t
s h o u l d  l o w e r  d e m a n d  g r o w t h  b y  2 5 %  b y
2 0 1 6 .  T h e  p r o g r a m  w a s  d e v e l o p e d  w i t h  i n -

42.9
32.0
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EXELON CORP. NYSE-EXC
RECENT
PRICE 51.12 PIE

RATI0 12.7(8:2:::,2;~'aé) §aLarm@1.25
DIV'D
YLD 4 . 2 %

VALUE
LINE

35.5
26.9

35.1
19.4

1 4 .

28.5
18.9

33.3
23.0

44.9
30.9

57.5
41.8

63.6
51.1

868
58.1

92.1
41.2TIMELINESS 4 Luwaed11llI/08

SAFETY 1 Raised Bl3I05

TECHNICAL 3 Raised 11I21IOB

BETA .90 (1.00-Market)

2011-13 PROJECTIONS
Ann'l Total

Return
1 8 %
1 3 %

Price Gain
High 9 0 + 7 5 %
Low 7 5 l+ 4 5 % 3

Insider Decisions
J F M A M J J A S

toBy 0 0 0 0 0 0 0 1 0
0 p \ ! o n s 1 1 3 0 0 3 0 0 2 0
to$ell 0 4 0 0 3 0 0 2 0
I n s t i t u t i o n a l  D e c i s i o n s

492001 102009 20111G1
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STDCK INDEX
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12.B . 177
98.0 4.8

1 yr,
3 yr
5 yr
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Percent
shares
traded

i s
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IIIIII HI II HH
1998 1999 2o00 2001 2002 2003 2004 2006

19.40

3.55

1.86

11.75

1.a4

1.39

23.58

5.06

2.20

.91

23.13

5.03

2.40

.ea

23.89

5.02

2.44

.96

21.85

5.68

2.15

1.26

23.37

6.71

3.50

1.64

1.18

11.31

3.18

12.82

3.33

11.91

295
12.a4

2.89

14.19

3.61

14.as

630.20 63&01 642.01 646.63 662.00 6a4.20 670.00

22.4

1.46

13.2

.so

3 . 1 *

10.5

.57

3.5%

11.8

.67

3.4%

13.0

.69

3.5%

16.5

.89

2.a%

12225

1233.0

1499.0

s90.o

15140

1465.0

14955

1599.0

15812

1641.0

14515

1844.0

15655

2370.0

35.5% 3 6 5 *

.5%

38.9%

1.2%

36.7%

1.2%

32.9%

1.9%

27.5%

8 %

33.7%

1.6%

35.5%

10.1%

62.3%

34.7%

59.3%

37.9%

61.2%

36.1%

61.1°/l

38.5%

56.1%

43.5%

54.2%

45.4%

20803

12936

21119

13742

21464

17134

22079

20630

21658

214a2

21971

22775

4.1°/.
7.5%

1.5%

9.0%

15.6%

11.2%

9.4%

19.2%

20.1%

9.2%

19.1%

18.8%

10.4%

19.4%

19.5%

12.5%

23.5%

23.1%
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28.62

7.43

4.03

1.82

4.05

15.34

661.00

18.2

.97

2.5%

18916

2730.0

34.6%

1.8%

53.9%

45.7%

22189

24153

14.1%

26.7%

26.9%

20o5
23.06

6.19

3.21

1.60

3.25

13.70

666.00

15.4

.82

3.2%

15357

2162.0

30.4%

1.0%

56.1%

43.5%

20972

21981

12.1%

23.5%

23.6%

Exelon Corp. was formed on October 20,
2000 upon a merger of equals between
PECO Energy Co. and Unicom Corp.
(Unicom was the holding company for Com-
monwealth Edison Co.) PECO Energy
stockholders received one common share in
Exelon for each common share held.
Unicom investors exchanged each of their
common shares for .875 of an Exelon share
and $3.00 in cash. Data in 2000 reflect
PECO Energy and the addition ct Unicom
as ofOclober20th.

cA»>ITAL sTRucTuRe as Of 5130108
TIMI 00M S14754 mill. Due in s Yrs $6892 mill.
LT Debt $12641 mill. LT Interest $695 mill.
Induces s154a mill. nonrecourse transition bonds.

(LT inletest earned: 6.0x)
Leases. Uncapllallud Annual rentals $69.0 mill.
Fenslon Assets-12/01 ss.ea bill. Oblig. S10.4 bill.
PM Stock $87.0 mill Pfd Dlv 'd $4.0 mm.
Induces $87.0 mill. in preferred seeurilies cl sub-

sidiaiies.
Common Stock657,332,170 she.

MARKET CAP: 5:4 bllllon (Large Cap)

+48
N A

6.84
33520
30261
935
m 7

2006
-1.7
N A

1.05
33464
32545
919
*KJ

ELECTRIC OPERATING STATIstaTICS
200

. (KWN)
1'~°'»?'»"8¢%
M M (9)

puxuunny
Mdurmwhanr on
%du4p Qsumn0Hm0

2001
+&6
NA
&34
NA

30521
945
+8

w .  nu 4 6 1F m 9 5 1 64 6 6

Past
10 Yr.

ANNUAL RATES
d change (per sh)
Rev enues
"Cash Flow"
Eamings
Div idends
Book Value

Past Est'd '05-'07
Yrs. no '11~'13
5 . 0 % 7 . 5 %

1 1 . 0 % 6 . 0 %
1 2 . 5 % 8 . 0 %
23.0°/» 6 . 5 %

4 . 0 % 9 . 0 %

Cll-
endar

QUARTERLY REVENUES (S mill.)
M a r . 31  Ju n . 30  S e p . 30  D e c . 31

Full
Year

2005

2006

2007

zoos

2009

3839

3696

4554

4633

3561

3861

4a29

4517

4473

4401

5032

5228

56004800

3484

3697

4501

4622

4aoo 4aoo

15351
15655
18916
19000
zuaao

Cal-
endar

EARNINGS PER SHARE A
Mlr.31 Jun. 30 Sep. 30 Dec. al

F u ll
Year

zoos

2005

2007

2008

2009

.76

.95
1.03

1.13

1.00

.77

.59

1 .01

.88

1.00

1.07

1.09

1.15

1.06

1.15

.51

.87

.84

.so

1.00

3.21

3.50

4.03

4.05

4.15

Cal-
endar

QUARTERLY DNIDENDSPAID s l
Mar.31 Jun.30 Sep.30 Dec.31

F u l l
Year

zoom

2005

goos

2007

2008

.305

.40

.40

.44

.50

.275

.40

.40

.44

.50

.40

.40

.40

.44

.525

.275

.40

.40

.44

.50

1.26

1.60

1.60
1.76

21.90

7.50

4.05

2.05

30.45

7.75

u s

2.15

Revenues per sh

"Cash Flow" per sh

Earnings per sh A

Div 'd Decry per sh I I

39.00

9.75

5.75

2 4 0

4.75

15.90

5.00

11.90

Cap'I Spondlng per sh

Book Value per sh c

6.25

2 ¢ s 0

657.00 657.00 Common She 0utst'g o 630.00

M ! Hg
Vlluo
nd

:ms an
Una
Ilea

Avg Ann'l PIE Ratio

Renata PIE Ratio

Avg Ann'I Dlv'd Yield

14.0
.95

a c

1sao0

2595

zauoo

2750

Revenues ($mi1I)

in Prom ($miII)
24500

3760

33.5%

2.0%

37.0%

b o x

Income Tax Rate

AFUDC '/» to nm mfr
37.0%

1.0%

54.0%

45.5%

50.5%

49.0%

Long-Term Debi Ratio

Common Equity Ratio

48.0%

52.0%

24425

25775

25300

27425

Total Capital ($miII)

nu Plant ($mm)
2ss00

asuao

12.5%

24.0%

24.0%

11.5%

2 2 0 %

2 2 . %

R¢4um in Total Clp'I
Recur on Shi. Equity

Rnum on Com Equity E

14.0%

24.0%

24.5%

7.8%

4%

10.1%

43%

12.8%

38%

11.5%

40%

10.7%

45%

11.9%

50%

13.0%

45%

15.3%

43%

12.0%

50%

10.5%

52%

RNalned lo  Com Et

An Diy 'I I$ Io in Prof

14.5%

41%

mercia a  i ndus t r i a l ,  1 7 % ,  o the r ,  9 % Generat ing sources .  '07:

nudsar, 74%, other. 6%, purchased, 20%. Fuel costs: 40% d reve-

nues. 'av depress. rate: 6.8%. Has 17,800 employees. Chairman 8

CEO: John W . Rowe.  Pres ident  & COO: Chns lopher Crane.  inc . :

PA. Address: 10 South Dearborn st., P.O. Box 805398, Chicago, IL

60680-5398.  Te l. :  312-asuasa.  lnlemet : .exeloncorp.eom.

BUSINESS:  Exe  lm Co rpo ra t i on i s  a  hadi ng c ompany  fo r  Com-

monwealth Edison, whim serves 3.8 million electric customers in I l-

l i no i s ,  and PECO Ene rgy ,  whi c h s e rv es  1 .6  mi l l i on e leanc  and

481,000 gas  c t rs to rners  in Penns lnvania .  Markets  energy  in the

mid-Allanlir:  and Midwest regions. Elearic revenue breakdown, '07:

res ident ia l,  47%, small commerc ia l 8  indus tr ia l,  27%; large oom-

l i o n  s t o c k - b u y b a c k  p r o g r a m .  d e s p i t e  t h e
f a c t  t h a t  i t s  s t o c k  h a s  f a l l e n  m o r e  t h a n
2 5 %  s i n c e  o u r  A u g u s t  r e p o r t .  T h e  b o a r d  o f
d i r e c t o r s  d i d  i n c r e a s e  t h e  q u a r t e r l y  d i v i -
d e n d  b y  $ 0 . 0 2 5  a  s h a r e  ( 5 % ) ,  h o w e v e r .
C o m m o n w e a l t h  E d i s o n  h a s  r e c e i v e d  a
r a t e  i n c r e a s e .  T h e  I l l i n o i s  c o m m i s s i o n
g r a n t e d  t h e  u t i l i t y  a  t a r i f f  h i k e  o f  $ 2 7 3 . 6
m i l l i o n ,  b a s e d  o n  a  r e t u r n  o f  1 0 . 3 %  o n  a
c o m m o n - e q u i t y  r a t i o  o f  4 5 . 0 4 % .  N e w  r a t e s
t o o k  e f f e c t  i n  m i d - S e p t e m b e r .
A  s e t t l e m e n t  o n  P E C O  E n e r g y ' s  g a s

T h e  u s  t t y
s o u g h t  a n o f

h e  P e n n s y l v a n i a  c o m m i s s i o n  a p -

e q u i t y ,  e s p e c i a l l y
b a s i s .  E x e l o n  h a s  a n  a t t r a c t i v e

o f  g e n e r a t i n g  a s s e t s  t h a t  g i v e s  t h e
p r o s p e c t s ,

r a t e  r e q u e s t  w a s  a p p r o v e d .
h a d i n c r e a s e $ 9 8 . 3  m i l l i o n
( l l . 2 % ) .
p r o v e d  a  s e t t l e m e n t  c a l l i n g  f o r  a  b o o s t  o f
$ 7 6 . 5  m i l l i o n  ( 8 . 7 % ) .  N o  r e t u r n  o n  e q u i t y
w a s  s p e c i f i e d .  N e w  t a r i f f s  w i l l  t a k e  e f f e c t
a t  t h e  s t a r t  o f  2 0 0 9 .
T h i s  h i g h - q u a l i t y  s t o c k  o f f e r s  i n v e s -
t o r s  3 -  t o  5 - y e a r  t o t a l  r e t u r n  p o t e n t i a l
t h a t ' s  s u p e r i o r  t o  t h a t  o f  t h e  a v e r a g e
p o w e r o n  a  r i s k -
a d j u s t e d
f l e e t
c o m p a n y g o o d l o n g - t e r m
w h e t h e r  o r  n o t  i t  w i n d s  u p  w i t h  N R G .
P a u l  E .  D e b b a s ,  C F A N o v e m b e r  2 8 ,  2 0 0 8

E c h e l o n  m a d e  a n  u n s o l i c i t e d  t a k e o v e r
b i d  f o r  N R G ,  w h i c h  r e j e c t e d  t h e  o f f e r .
E x e l o n  o f f e r e d  . 4 8 5  o f  a  s h a r e  f o r  e a c h
N R G  s h a r e .  f o r  a  t o t a l  o f  a r o u n d  $ 6  b i l l i o n
i n  s t o c k .  E x e l o n  b e l i e v e s  t h a t  N R G ' s  n o n -
r e g u l a t e d , l o w - c o s t g e n e r a t i n g a s s e t s
( m o s t l y  c o a l )  w o u l d  e n h a n c e  i t s  g e o g r a p h i c
d i v e r s i t y .  T h e  t r a n s a c t i o n  w o u l d n ' t  h a v e
m u c h  e f f e c t  o n  e a r n i n g s  b u t  w o u l d  b o o s t
c a s h  f l o w .  A l t h o u g h  N R G  r e j e c t e d  E x e l o n ' s
b i d ,  w e  w o u l d  n o t  r u l e  o u t  t h e  p o s s i b i l i t y
o f  a  s w e e t e n e d  o f f e r .  O u r  f i g u r e s  d o  n o t  a s -
s u m e  a n  a c q u i s i t i o n .
B u s i n e s s  c o n d i t i o n s  h a v e  w o r s e n e d .
T h e  t u r m o i l  i n  t h e  c r e d i t  m a r k e t s  h a s  a f -
f e c t e d  t h e  w h o l e s a l e  p o w e r  m a r k e t s ,  a n d
p o w e r  p r i c e s  h a v e  d e c l i n e d .  I n  f a c t .  o n e  o f
t h e  c r e d i t - r a t i n g  a g e n c i e s  l o w e r e d  E x e l o n ' s
r a t i n g s  l a s t  m o n t h .  A l s o .  o p e r a t i n g  a n d
m a i n t e n a n c e  e x p e n s e s  a r e  r i s i n g ,  e s p e -
c i a l l y  f o r  n u c l e a r  p o w e r .  A t  t h i s  p o i n t ,  i t
a p p e a r s  a s  i f  e a r n i n g s  w i l l  b e  f l a t t i s h  i n
2 0 0 8 .  W e  h a v e  r e d u c e d  o u r  2 0 0 9  s h a r e - n e t
f o r e c a s t  f r o m  $ 4 . 3 0  t o  $ 4 . 1 5 ,  n o t  m u c h
a b o v e  t h e  2 0 0 8  e s t i m a t e .  a n d  e x p e c t  n o
s i z a b l e  b o t t o m - l i n e  i m p r o v e m e n t  u n t i l
2 0 1 1 ,  A s  a  r e s u l t  o f  t h e  i n c r e a s e d  u n c e r -
t a i n t y ,  E x e l o n  h a s  s u s p e n d e d  i t s  $ 1 . 5  b i l -

High:
Low :

Target Price Range
2011 2013

150

120
100

BO

60
50
40

30

20
-15

l \lllll
1 - 1 3

earnings repor t  due la t e January.  (B )  D iv' ds  (D )  in  mi l l . ,  ad j .  f or  sp l i t .  (E )  Rat e a l lowed on |  Company' s  F inanc ia l  St rengt h
on avg.

26.7% .  Regulatory C limate:  PA,  |  P r ice Growth Pers istence
E ar n ings  P r ed ic t ab i l i t y

Stock's Price Stabi li ty
(A) Di luted earnings .  Exc ludes  r ionrecurr ing
gains (losses): '01, 2¢, '02, (18¢); '03, (5106),
'04, 3¢ net,  '05, ($1.85) rel;  '06, ($115); gain
f rom discont inued opera t ions :  '07 ,  2¢ .  Need
o 2008, Value Line Publishing _ Inc; All rt his reserved,
THE PUBLISHER IS NOT RES?PONSIaLE QFoR ANV ERR
of K may be reproduced. resold, stored or iransmiued in any

historically paid in early Mar., June, Sept, and c om eq i n lL  i n '08 :  10 .3%,  ea rned
Dec.  l Div 'd re inves tment  program avai lable . com. eq., '07;
(C) inc l.  deferred charges. in '07:  $11.74/sh. Average, lL, Below Average.

Factual material is obtained from sources believed to be reliable and is provided without warranties 01 any kind.
ORS OR OMISSIONS HEREIN. This publication is strictly for subscriber's own, non-commercial, internal use No part
printed, electronic or other lord, or used lot generating or marketing any printed or electronic publication, service or productI III
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PRICE

PIE
RAT)0 11.3(§::3s::§3313) 18?E*'p8%%1.11

DN D
YLD 4 . 4 %

VALUE
LINE

32.1
180

37.0
25.1

39.1
24.8

38.9
25.8

43.4
35.2

53.4
37.7

617
47.8

75.0
57.8

84.0
41.2

High:
Low:

29.0
19.3

34.1
27.1TIMELWESS

SAFETY

3 Raised 5l5l06

z Rai$ed5l2!0G

TECHNICAL 3 Raised 11I21I08
BETA .as (1.00=Markel)

H'gh
Law

Price
1 0 0

7 5

Ann'l Total
Return
2 0 %
1 2 %

2011-13 PROJECTIONS

Gain

+ 40%
I n s i d e r  D e c i s i o n s

J  F  M  A M J J  A  s
0  0  0  0  0  0  0  0  0
2  0 2 1 1  2  3  1  0  0
2  0 1 7  8  4  3  0  0  1

inBuy
Options
\0 Sell

In s t i t u t io n a l  D e c is lo n s

402M1 1G20U! 192008
lo331 227 217 221
IN I 189 210 223
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1 yr
3 yr
5 yr

% TOT. RETURN 1010s
THIS VLARITH.

STOCK INDEX
-22.9 -38.0
21.0 -17.7
50.6 4.5

.»1 8 ; e mf *

I I
1 5
1 0
5

Percent
shares
traded

I. I l |

I ll IN
2003 2006 2007 2008 2009 © VALUE UNE PUB., INC 4.13

37.31

4.79

1 4 7

1.50

35.03

7.22

3.82

1.85

42.00

8.34

4.22

2.05

44.a0

9.05

4.30

2.25

4s.5s

10.05

4.95

2.45

Revenues per sh

"Cash Flow" per sh

Earnings perch A

Div'd Del:l'd per s h  B  l

59.00

11.75

6.50

3.05

2.60

25.13

4.12

28.30

5.36

29.45

7.10

31.30

5.80

33.80

Cap'l Spending per sh

Book Value per sh c

5.25

43.25

329.84 319.21 304.84 304.85 304.85 Common She Ou¢s\'g D 304.85

22.5

1.2B

4.5%

14.2

.77

3.4%

15.6

.83

3.1%

Bold Hg
Value
er i n

vies are
Ume
ales

Avg Ann'l PIE Ratio

Relative P/E Ratio

Avg Ann'l DIv'd Yield

13.5

.90

3.4%

12307

490.8

11501

1265.0

12802

130900

13650

1310

14s00

1510

Revenues (Small)

Ne! Profit ($milI)

18000

1995

43.9%

6.5%

38.6%

2.1%

40.3%

2.4%

37.0%

3.0%

38.0%

2.0%

Income Tax Rate

AFUDC % to Net Profi!

40.0%

1.0%

53.1%

45.0%

48.6%

51.4%

49.7%

50.3%

49.0%

51.0%

4a.s%

51.5%

Long-Term Deb! Ratio

Common Equity Ratio

46.5%

53.5%

18414

13289

17570

14867

17846

15383

1ss25

16350

20025

16525

Total capital (smiul
Net Plant ($mill)

24600

16800

4.6%

5.7%

5.4%

9.0%

14.0%

13.9%

9.0%

14.6%

14.6%

8.5%

14.0%

14.0%

9.0%

14.5%

14.5%

Return on Total Cap'l

Return on Shi Equi ty

Return on Com Equity E

9.5%

15.0%

15.0%

»¢<.. i
I r .

ll ll I \

1998 1999 2000 2001
2472

5.33

1.95

1 5 0

27,19

6.89

2.50

1.50

31.31

7.28

2.69

1.50

25.88

5.48

2.54

1.50

2.75

18.77

2.69

19.53

2.74

20.72

2.B6

24.B6

237,07 232.45 224.53 297.64

15.4

so

5.0%

11.3

64

5 3 %

9.2

.ea

6.1%

10.9

.56

4.8%

5B61.3

5072

5319.5

644.8

7029.0

561.7

7999.4

727.0

3B,B%

1.5%

380%

2.1%

36.3%

4.1%

39.5%

4.9%

54.0%

315%

523%

39.8%

523%

415%

601%

37.2%

11755

92425

11470

9093.3

11205

7575.1

19907

12428

6.4%

9.4%

9.9%

7.8%

113%

125%

7.9%

12.4%

12.9%

4.9%

9.2%

B.9%

I I I 1 I |

ll I ll
I

I I | ll II
2005

36.35

7.55

2.84

1.71

3.B6

27.86

329.84

16.1

.86

3.7%

11989

951.0

42.1%

2.0%

46.5%

52.4%

17527

13998

7.1%

10.1%

10.2%

2002
40.B3

6.45

2.54

1.50

3.35

23.92

297.64

13.0

1 1

4.6%

12152

B27,6

41.5%

3.0%

60.2%

38.0%

18756

12680

6.3%

11.1%

10.5%

2004
37.76

7.60

2.77

1.91

2.57

26.04

32984

14.1

.74

4.9%

12453

932.6

42.2%

2.7%

52.8%

45.4%

18938

13478

6.5%

10.4%

10.6%

FirstEnergy was formed through the afhlia-
tion of Ohio Edison Company and Interior
Energy in November of 1997. Ohio Edison
stockholders received one share of First-
Energy for every Ohio Edison share, and
Centerior stockholders received .52 of a
FirstEnergy share for each Centerior share.
In November of 2001, FirstEnergy acquired
GPU. GPU holders received $40 in cash or
stock for each GPU share.

CAPITAL STRUCTURE as of 3/31/08
Tota l Debt $12154 mill.  Due in 5 Yrs $52120 mill.
L T Debt $83320 mi ll. LT Interest $500.0 mill,
Ind. $284.8 mi ll.  9% ($25 par) cumulat ive manda-

torily redeemable preferred securities,
(LT interest earned: 4.6x)

Leases, Uncapitalized Annual rentals $315.0 mill,
Pe ns i o n Assets-12/07 $5.29 bi ll.  Qblig. $475 bi ll,

Pfd Stock None

Common Stock 304,835,407 she.

as of 518/08
MARKET CAPS $16 bi l l i on (Large Ca p)

2 0 0 7
+2.D
N M F

N A
N A
N A
N A

+ 1. 0
Annual Load Fader (i.

2 0 0 6
+ 6. 7
N M F

N A
N A
N A
N A

% Chanage RelaH Sales (KWH)
Avg. In use. Use [MWHw
Avg. Induct. Revs. pa' H (¢)
C parity al Peak ( Aw
Peak Load Summer lm

% Change Customers lye-end]

ELECTRIC OPERATING STATISTICS
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N A
N A
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n 3 8 33 5 52 9 9F̀xed e Coy. ml
Pas t

Yrs
3 . 0 %
4.0°/
6 . 0 %
4 . 5 %
4.5 />

Est 'd '05-'07
to '11.'13

7 .5%
7.5%

1 0 .0 %
8.5%
7.0%

ANNUAL RATES
of change (per sh)
Re v e nue s
"Ca s h F lo w"
Ea rni ngs
Di v i dends
Book Va lue

Pas t
10 Yrs.

10 .0%
6.5%
6 . 0 %
2 . 0 %
5 . 5 %

Ca l-
endar

QUARTERLY REVENUES (S mill.)
M a r . 3 1  J u n . 3 0  S e p . 3 0  D e c . 3 1

Full
Year

2005

goos

2007

2008

2009

2750

2705

2973

3277

3500

2843

2751

3109

3245

3600

3504

3365

3641

3904

4200

2892

2680

3079

3224

3500

11989

11501

12B02

13650

14800

Cal-
endar

EARNINGS PER SHARE A

Mar.31 J un. 3 0  Se p. 3 0 Der:.31
Full
Year

2005

2006

2007

2008

2009

.76

.93

1.10

.85

1.15

1.01

1,40

1.34

1.54

1.60

.42

.87

.92

.90

1.10

.65

.BE

.87

1.01

1.10

2.84

3.82

4.22

4.30

4.95

Ca l-
endar

QUARTERLY DIVDENDS PAID B I

Mar.31 Jun.30 Sen.30 Dec.31

Full
Year

2004

2005

2006

2007

2008

.375

.43

.45

.50

.375

.413

.45

.50

.55

.375

.413

.45

.50

.55

,375

.413

.45

.50

.55

1.50

1.67

1.80

2.00

2 3 %

B0%

5.0%

65%

5 7 %

BO%

4 3 %

56%

4 3 %

53%

NMF

101%

4.9%

55%

4.2%

59%

7.4%

47%

7.7%

47%

6.5%

52%

7,5%

49%

Retained to Com Et

All Div 'ds to Ne!Prof

8.0%

47%

Genera t ing sources :  coa l,  44%, nuc lear,  2S%' purchased,  30%.

Fuel cos ts :  39% of  revenues.  '07 reported depress .  ra tes :  2 .1%-

4.0%. Has 14,500 employees. Chairman: George M. SmarL Pres i-

dent  & CEO: Anthony  J .  Alexander.  COO: Richard R.  Gr igg.  Inc . :

Ohio .  Address :  76  South Ma in St ree t ,  Akron,  Ohio  44308-1890 .

Tel.; 330-384-5100. Internet: www.firslenergycorp.com.

BUSINESS: F i r s t Ene rgy  Co rp.  i s  a  ho ld i ng c o mpa ny  f o r  Ohi o

Edison,  Pennsy lvania  Power,  Cleve land Elec tr ic ,  To ledo Edison,

Metropoli tan Edison, Penelec ,  and Jersey Centra l Power 8 L ight .

Prov ides e lec tr ic  serv ice to 4.5 mi llion customers in Ohio (58 '/  of

revenues ) ,  New Jersey  (22 />)  and Pennsy lvania  (20%) Elec t r i c

revenue breakdown by  cus tomer c lass  not  prov ided by  company.

P UCO adopts  the  c om pany ' s  r egu l a to r y  f i l -
i n g ,  s i n c e  t h e  a l t e r n a t i v e  o f  g o i n g  t o
m a r k e t ~ b a s e d  r a t e s  m i g h t  w e l l  r e s u l t  i n
h i g h e r  p r i c e s  a n d  m o r e  u n c e r t a i n t y  f o r
c u s t o m e r s .  W e  h a v e  c u t  o u r  e s t i m a t e  b y
$0.20 a share,  however ,  because i n  our  Au-
g u s t  r e p o r t  w e  h a d n ' t  a n t i c i p a t e d  t h e
s h a r p  d e c l i n e  i n  p e n s i o n  a s s e t s  t h a t  w i l l
c aus e  pens i on expense t o  b e  s i g n i f i c a n t l y
h i gher  nex t  y ear .
F i r s t E n e r g y  i s  r e v i e w i n g  i t s  c a p i t a l
b u d g e t . T h e  c o m p a n y  h a s  a d e q u a t e  l i -
qu i d i t y ,  bu t  f i nanc i ng  c os t s  a r e  r i s i ng .  T o
t h i s  e n d ,  i t  a p p e a r s  a s  i f  F i r s t E n e r g y  w i l l
pos tpone  c om p l e t i on  o f  an  un f i n i s hed  707-
r n e g a w a t t  g a s - f i r e d  p l a n t ,  s i n c e  t h e  w e a k
e c o n o m y  i s  a f f e c t i n g  t h e  d e m a n d  f o r
p o w e r .  I n  e a r l y  2 0 0 8 ,  F i r s t E n e r g y  p u r -
c has ed  t he  gene r a t i ng  un i t  f o r  $253 . 6  m i l -
l i o n ,  a n d  i t  e s t i m a t e s  t h a t  c o m p l e t i n g  t h e
fac i l i t y  wou l d  t ak e  ano ther  $208  m i l l i on ,
B y  u t i l i t y s t a n d a r d s , t h i s  s t o c k o f f ers
a y i e l d t h a t  i s  s o m e w h a t  b e l o w  a v e r -
a g e ,  b u t  i t s  3 -  t o  5 - y e a r  t o t a l  r e t u r n
p o t e n t i a l i s a b o v e a v e r a g e f o r a u t i l i -
t y .  W e p r o j ec t  s o l i d  ea r n i ngs  and  d i v i dend
gr owth  t h r ough  the  2011- 2013  per i od .
P au l  E .  Debbas ,  CFA Novem ber  28,  2008

F i r s t E n e r g y  i s a w a i t i n g  a  r u l i n g  f r o m
t h e  P u b l i c  U t i l i t i e s  C o m m i s s i o n  o f
O h i o  ( P U C O )  o n  t h e  c o m p a n y ' s  r e g u -
l a t o r y  f i l i n g . U nder  F i r s t E ne r gy ' s  p r opo -
s a l ,  r a t e s  o f  t h e  c o m p a n y ' s  t h r e e  u t i l i t y
s u b s i d i a r i e s  i n  O h i o  w o u l d  i n c r e a s e  m o d -
e r a t e l y  i n  2 0 0 9  i n  o r d e r  t o  r e f l e c t  t h e  r i s -
i n g  c o s t  o f  t h e  p o w e r  t h a t  F i r s t E n e r g y ' s
nonr egu l a ted  gener a t i ng  s ubs i d i a r y  i s  s up-
p l y i ng  t o  i t s  u t i l i t i e s '  c us t om er s .  T he  p r o -
pos a l  wou l d  a l s o  s e t t l e  t he  u t i l i t i es '  pend -
i n g  d i s t r i b u t i o n  r a t e  c a s e s ,  f o r  a  t o t a l  o f
$150 m i l l i on  ( i nc l ud i ng  a  $50  m i l l i on  pas s -
th r ough  o f  h i gher  c os t s )  bas ed  on  a  10 .5%
r e t u r n  o n  e q u i t y .  ( T h e  u t i l i t i e s  f i l e d  f o r  a
t o t a l  o f  $ 3 3 2  m i l l i o n  b a s e d  o n  a n  1 1 . 7 5 %
RO E . )  The  u t i l i t i es  wou l d  a l s o  bene f i t  f r om
a r a te  r i de r  t o  r ec ov er  r e l i ab i l i t y  s pend i ng .
T h i s  w o u l d  a m o u n t  t o  a n  e s t i m a t e d  $ 1 1 0
m i l l i on  i n  2009.  The one negat i v e  as pec t  o f
t h e  p r o p o s a l  i s  t h a t  C l e v e l a n d  E l e c t r i c
w o u l d  h a v e  t o  w r i t e  o f f  $ 4 8 5  m i l l i o n  o f
u n r e c o v e r e d  r e g u l a t o r y  t r a n s i t i o n  c o s t s ,
t h e r e b y  r e s u l t i n g  i n  a  c h a r g e  o f  $ 1 . 0 1  a
s h a r e .  W e  w o u l d exclude t h i s  f r o m  o u r
pr es en ta t i on  as  a  nonr ec ur r i ng  i t em .
E a r n i n g s  a r e  l i k e l y  t o i n c r e a s e  s i g -
n i t i c a n t l y  i n  2 0 0 9 . T h i s  as s um es  tha t  t he

33 . 2
22. 1

Target Price Range
2011 2013

LEGENDS
1:07 x Dmdends 9 sh
duvidgd brinteres Rate

. . .  R e la t i ve Ice Strength
Oggons: Yes . .

oded area /ndvcales recession I
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- 1 5

IllllIIIIII

Stock's Price Stabi li ty
Price Growth Pers is tence
Earnings Predic tabi li ty

(A) Di f .  EPS. Exc l nor rec .  losses :  `02,  4D¢,
'03, 25¢, '04, 11¢, '05, 28¢, gains (losses) from
disc. ops.: '03, (33¢), '04, 1¢, '05, 5¢, '06, (1¢).
'06 EPS don'\  add due to chg. in she, '07 due

6 2008, value Line Publishing, Inc. All Ne reserved.
THE PUBLISHER is NOT RE PONS\BLE OR ANV ERR
al it may be reproduced. resold, stared or iransmiiled in any

to rounding. Next egg.  repo r t  due  la te  Feb. (E) Rate base: Depr,  orig.  cost.  Rate all'd on | Company's Financial StrenglEh
(B) Div'ds paid early Mar., June, Sept., & Dec. c o m.  e q i n NJ  i n ' 0 5 :  9 . 7 5 % ,  i n PA i n ' 0 7 :
Five div 'ds deck in '04.l Div 'd reins. plan avail. 10 .1%,  ea rn on av g.  c om.  eq. ,  '07 :  14 .6%.
(C) inc l.  i f  tang.: in '07: $31.33lsh. (D) in mi ll. Regul. Climate: OH, Above Avg., PA, NJ, Avg

Factual material is obtained from sources believed to be reliable and is provided without warranties or any kind.
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d l e  f l n e o f l i l a r p l  h i  a n t s ( & num
c a n ur l *  n i l .  bu t  by  t he  r i se  I n

al company's
plants).  What 's mare. high air fares and

t y  t he  weak are hurting the tourism
a Hawal l ' a

a h a r e -
. 0 5  a s  a  r e s u l t .I n  m i d -

2 9 6 )  b a s e d  o n  a  r e t u r n  o n  q u i
d ' T h e  u t i l i t y  d e a r = % ' n e e d a  r a t e
r e l i e f :  I t s  R O E  w a s  j u n  8 . 2 I n  t h e  1 2 -
m o n t h t h a t  e n d e d 2 0 0 8 .
H E C O  I s i n t e r i m  n m  h i k e  d '

g 8 _ _ - = -  I n c r e a s e  , g r
$ 2 3 . 9  m l l l l u n  w h e n  a  l l e g p w e t t -

I n  . . . . d . = § . .
l n -

and unwlndin l labl l l t les.
t o  t a ke  a  $ 3 % . 6  m i l l i o n  a h e n a x  = » -3

resul ts to

l u n g - t e r m  r e q u i r e m e n t s  f o r
T h u s .

t t n c t l v e .  I n

only by base
the eos;  d '  a l l  that  heels the

=w\°"\ar
i ndus t ry  =%* - = h e  a  k e y  p a 1 - 1 2

I a v e  c u t  o u r
e a r n l n t l m a t e  b y  S 0A "'-off ";°"° by A,;~g,-;'_=-=- 3-~|-v

ca e a r n  n p  m
fall into the red in ='-_; , -=-;°~~d, ;gt *=f -
b t  o l l ' e rs  some u  o r
. { . ' t .nu i ts balance :hen lselllng assets

is famed HEl

that u s e d  J  e -q u a n e r
dine 'i'»»-rw freed up some S15 mll-
l l on of  capi ta l  that  M be sent  up to the
g r e g g this amount .  $54.1

n u  m m h a d  ' l . . u  " p  m u c h  i n n u -
t h a n  m o a t  u t i l i t y  I s s u e s  s i n c e  t h e  m a r -
k e t  d o w n t u r n  l a s t  m o n t h .  A o o o r d l n g l y ,
L u  y i e l d  i s  n o w  a b o u t  e q u a l  t o  t h e  i n d u s t r y
a v e n g e ,  m a k i n g  t h i s  I s s u e  U n a
v i e w  o f  H E l ' s  p o o r  d i v i d e n d  g x u w t h  p o t e n -
U  l .
p g u I  E  D e b l h l - I I s .  C F A N o v e m b e r  z  z o o s

a  t r a n s m i s s i o n  l i n e  c o n n e a l n g  M a
Sl billion.

The utl l ldes' k l lovwett-hour '  ld are
E l e c t r i c c u s t o m e r s h l w e

c o n s e r v a t i o n  e f f o r t s  i n

Hlwl l l ln  E lec t r ic  Indus tr ies '  la rges t
u t l l l s u h d d h r y  h -  a  r o t e

a . .  Hawa i ian  E lec t r i c  °~= - ~g - -
ECO)  l l ld fo r o ta r l l f lnc r eased  97 .

ll1l"ID'l1 (5.
11.2594

period
l's1s.1 m» 'l»8~%

I pl  t  goes 1 to service
_ ' ;_ 'mf "__:d  m al' s1s4 mil l ion.
term rate order Is due mid-2009.
H E P :  u t i l i t i e s  - e to d===g_»l-4°
e l ec t r i c  revenues  f rom R h  : he  e l .
This is part of an qreeanern M state

t  ( w h i c h  r e q u i r e s  a r p r u v a I  a l '
s t a t e  o o u n m l s d o n )  t h a t  I n c u s e s  h i g h

r e n e w a b l e  u l -
e x g y . c o n s e r v a t i o n  b y  c u s t o m e r s

l d r  h u r t  c o r p o r a t e t s .
T h e  p l l n m w o u l  n e c e s s i t a t e  t h e  b u  d i n g  o l d

u p  a n
O a h u .  a t  a  m o s t  o f  S 5 0 0  m i l l i o n -

N l t t ¢ v | | | | | s _
s t e p p e d  u p  t h e i r

20.3
14.0

Target Price Range
2011 2013

64

48
40
32

24
20
16

12

s
-6

Hll II

i'iii~
' I1 -1 3

1 4 8 5 . 2

1 1 3 . 2

3 3 .5 %

1 4 . 2 %

4 4 1 %

4 3 .1 %

1 9 1 8 8

2 0 9 3 .4

7 ,4 %

10.7%

1 1 . 4 %

(A) Diluted EPS. Excl. gains (losses) from disc. (B) Divlds historically paid in early Mar., June,
B++

100

gain (loss): Sharehidr. invest. plan avail. (C) Ind. i f tang. in in '07: MECO, 10.7%, earned on avg. com. eq.,

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence

i Earnings Predictability

base: Orig. cost. Rate alf 'd on com. eq in '07:
ops.: 'CB, (16¢), '99, 8¢, '00, (56¢), '01, (36¢). Sept., and Dec. l Dived reins. plan avail. T HECO, 10.7% (interim), in '07: HELCO, 10.7%,
'03, (5¢); '04, 2¢, '05, (1¢), nor rec.
'05, 11¢, '07, (9¢). Next egg. due late Feb. '07: $4.41/sh. (D) In mill., adj. for split. (E) Rate '07: 77%. Regulatory Climate: Above Average,

Q 200a, Value Line Publisher , Inc. All 115 resewed. Factual malerid is obtained from sources believed to be reliable and is provided without warranties of any kind.
THE PUBLISHER is NOT RE3PONS1SLE OR ANV ERRORS OR OMISSIONS HEREIN. noncommerdal, inlemal use. No part
al it may be reproduced. resold, stored or VansmMed in any pfinled, elemronk or other form,

This publication is strictly for subscriber's own,
or used for generating or marketing any printed nr elearunic publication. service or product.
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RECENT
PRICF 17.60 PIE

RATI0

Trailing: B.3

8 . 5 Median: 14.0

RELATIVE

PIE RATIO 0.17 DIV'D
YLD 3.6% VALUE

LINE
14.7

7.8
17.9

9.9

. . w
.

14.9
8.0

16.2
10.9

18.5
14.6

24.8
17.0

27,0
21.8

31 .8
24.4

35.3
15.9

High :
Low:

99
6.2

12.8
84TIMELINESS 2

1
Lnwered10124108

s c r E w Rdsed 8111101

TECHNICAL 3 Lowered a/s/oa

BEA .95 (1.0o= Market)

2011-13 PROJECTIONS
Ann'l Total

Return
20%
16%

Price Gain
High 35 (+100%)
Low 30 (+70%

Insider Decisions
D J F I I A M J J A
0 0 0 0 0 0 0 0 0
0 0 0 0 0 3 0 0 0
0 0 1 0 0 2 0 0 0

loBuy
Options
LuSell

Institutional Decisions

401007 wma 292000
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Hld'i(000} 89630 91770 91667
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.  bn t e f es  R at e

Relative Ce Strength
divided

3-lor-Z spit 10/95
340r-2 split 1/sa
3~for-2 spit 10/03
3-for-2 spot 7106
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u 1-"
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1 yr.
3 yr
t y r .

% TOT. REWRN 9/08
VLARITH.

INDEX

-19.3

1,5

43.8

THIS
STOCK

e.a
30.0

117.3

gt
lllr

I
I11111 I.

6  -
4
2

Percent
shares
t raded l

11| II

.1 |. 1-11 I I ll

I I
2005 2006 2001 2008 2009 © VALUE LINE PUB., INC2004

15.33

2.37

1.20

,47

1.90

9.39

177.M

13.6

.72

2.9%

2719.3

212.4

30.9%

2.9%

34.2%

65.2%

2554.5

2572.7

9.5%

125%

12.7%

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
3.67

.71

.as

.29

4.51

.87

.40

.30

4.68

.91

.41

.31

4.B3

1.00

.42

.32

5.36

1.12

.47

.33

6.40

1.26

.as

.33

7.51

1.27

.64

.35

s.s7

1.23

.68

.36

12.81

1.51

.BO

.ea

14.16

1.84

.98

.40

12.03

1.74

.82

.42

13.83

2.18

1.08

.44

.74

3.16

1.07

3.31

.85

3.40

.87

3.51

1.16

3.65

1.18

4.01

.81

4.62

1.29

5.22

.84

5.02

1.35

7.07

1.66

1.71

1.84

8.44

95.11 96.11 96.11 96.11 96,11 94.98 119.33 128.34 148.31 157.00 165.60 170.04

13.5

.82

59%

15.1

.89

5.0%

13,7

.90

5.6%

13.7

.92

55%

13.9

.87

5.1%

13.4

.77

4.5%

16.6

.86

3.3%

15.1

.86

3.6%

13.2

.86

3.6%

13.8

,71

3.0%

14.4

.79

3.6%

13.0

.74

3.1%

19.21

2.80

1.53

.49

22.49

3.25

1.75

.52

23.22

3.41

1.76

.56

27.40

190

2.10

.60

29.80

4.15

2.15

.64

Revenues per sh

"Cash Flaw" per sh

Earnings per sh A

Div'd Decl'dpersh s I1*

33.75

5.00

2.50

.76

2.84

10.43

2.B1

11.88

3.05

13.75

4.05

14.75

4,10

16.20

Cap'l Spending per sh

Book Value per sh c

4.50

21.25

179.86 181.02 182.95 185.00 187.00 CommonShs 0utst'g D 193.00

13.0

.as

2.5%

13.7

,74

2.2%

15.7

.83

2.0%

Edd Hg
Value
destin

Eros are
Line
:tea

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

12.5

.85

2.4%

34554

275.1

4070.7

317.9

4247.9

322.8

5070

390

5575
400

Revenues ($milI )
Net Profit ($mill)

6500

500

34.6%

4.2%

34.2%

2.6%

37.1%

2.2%

36.5%

2.0%

36.5%

2.0%

Income Tax Rate

AFUDC 'A to Net Profit

36.5%

2.0%

36.9%

62.5%

35.1 %

64.5%

31.2%

88.4%

36.0%

63.5%

35.0%

64.5%

Long-Term Deb! Ratio

Common Equity Ratio

30.0%

69.5%

2996.4

3049.9

3335.5

2993.4

3578.1

3659.5

4290

447s

4685
4870

Total capinx ($min)
Net Plan( ($miII)

5875

6100

10.2%

14.5%

14.6%

10.7%

14.llA

14.8%

9.8%

12.8%

12.8%

10.0%

14.5%

14.5%

9.5%

13.0%

13.0%

Return on Total Cap'l

Return on Shr. Equity

Return on Com Equity E

9.5%

12.0%

12.0%/.

896.6

74.0

1279.8

84.1

1873.7

111.0

2223.5

149.6

2004.1

131.8

2352.2

182.9

37.1%

.4%

37.0%

2.1%

38.5%

4.7 /1

38.6%

4.4%

36.4%

5,B%

35.0%

1.4%

42,1%

56.2%

45.1%

53.5%

44.8%

54.2%

41.0%

58.1%

38.7%

60.6%

39.3%

60.1%

980.7

1084.7

1249.6

1248.2

1625.6

1601.0

19093

1809.3

21195

1924.9

2390.1

2222.3

8.8%

13.0%

13.3%

8.2%

12.3%

12.4%

8.4%

12.4%

12.5%

9.2%

13.3%

134%

7.3%

10.1%

10.2%

8.7%

12.6%

12.7%

CAPITAL STRUCTURE as of 6/30/08
Total Debt $1642.2 mill. Due in 5 Yrs $511.6 mill.
LT Debt $14743 mill. LT Interest $84.8 mill.

(LT interest earned: B.2x)
Leases, Uncapitalized Annual rentals $20.3 mill.
Pension Assets-12/07 $331.0 mill. Oblig, $359.9

mill.
P fd Stock $15.0 mill. Pfd Div'd $.7 mill.
50,000 she. 4.7% cum. ($100 par), call. al $102,
100,000 she, 4.5% ($100 par), call. at $105.
Common Stock 183,216,753 she.

as of 7/31/08

MARKET CAP: $3.2billion (Mid Cap)

Capacity at P k (M
Peak Load, s38.mo§.»w»

+4. 8
1358
4 . 83
5 7 1
5 2 6
N A
4-.B

ELECTRIC OPERATING STATISTICS
2 0 0 5 2 0 0 s 2 0 0 7
+4. 8 +2. 9

1 2 1 9 1 2 5 8
4 . 57 4 . 70
5 4 6 5 4 7
4 7 0 4 8 5

58 . 0 58 . 0
+.G + . 6

% Ch Retail Sal (KWH)
Avg. 8958 Use o
Avg. Induct Rws. per I¢I

Annual Load Favor( 2
% Change Customers avg.)

851 S90663Feed Charge Cay. (%)

Past
Yrs.

10.5%
13.0%
14.0%
5.5%

11.5%

Past
10 Yrs.

14.5%
11.0%
13.5%
5.0%

12.5%

Est'd '05-'07
to '11-'13

7.5%
8. 0%
7.0%
6.5%

10.0%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Cal-
endar

QUARTERLY REVENUES (S mill.)
M a r . 3 1  J u n . 3 0  S e p . 3 D  D e c . 3 1

Full
Year

2005

2006

2001

200s

2009

770.2

9732

982.4

1252

1275

1066.8 1014.1

1190.5 1092.1
1245.3 1232.7

1275 1421

1425 1525

604.3

814.8

787.5

1122

1350

3455.4

4070.7

4247.9

5070

5575

Cal-
endar

EARNINGS PER SHARE A

Mar.31 Jun.30 Sep.30 Dec.31
Full
Year

2005

2006

2007

2008

2009

.45

.39

.45

.83

.60

.19

.29

.23

.39

.35

.41

.45

.52

.50

.55

.48

.61

.57

.58

.65

1.53

1.75

1.76

2.10

2.15

Cal-
endar

QUARTERLY DNIDENDS PAID B I  T

Ma r . 31 Ju n . 30 S e p . 30 D e ¢: . 31
Full
Year

2004

2005

200s

2007

2008

.113

.12

.127

.135

.145

.113

.12

.127

.135

.145

.12

.121

.135

.145

.155

.113

.12

,127

.135

.145

.46

.49

.52

.55

59%

56%

5.7%

55%

6.5%

49%

7.9%

41%

5.0%

52%

7.5%

40%

7.9%

38%

10.0%

32%

10.4%

29%

8.8%

31%

10.5%

28%

9.0%

30%

Retained to Com Eq

All Div'ds to NetProf

8.5%

29%

Gates mining, construction materials production, utility line construc-

tion & maintenance. Acq'd Cascade Natural Gas 7/07, Intermoun-
tain Gas 10/08. '07 dept. rate: 5.1%. Has 12,500 employees. Chair-

man: Harry J, Pearce. President & CEO: Terry D. Hildestad. Inc.:

DE. Address: 1200 West Century Ave., P.O. Box 5650, Bismarck,

ND 58505-5550. Tel.: 701-530-1000. Internet: \wvw.mdu.com.

BUSINESS: MDU Resources Group, inc. is a diversified energy

company. Montana-Dakota Utilities sells gas & electricity to

863,000 customers in ND, MT, SD, WY, MN, WA, ID, & OR. Elec.

rev. breakdown, '07: res'i, 39%, comm'l, 42%, ind'l, 12%, other,

7%. Generating sources, '07: coal, 77%, other, 1%, porch., 22%.

Also has operations in gas pipelines, of & gas production, aggre-

there are weak spots because some states'
budgets are under pressure as tax reve-
nues decline and costs rise. All of this ex-
plains why, even after a much better-than-
expected tally in the June quarter, we
raised our 2008 earnings estimate by just
$0.10 a share, to $2.10.. Since some opera-
tions are stil l faring well, we look for a
modest earnings increase in 2009, but well
below MDUls 7%-10% annual goal,
MDU completed a large utility acqui-
sition. At the start  of October i t  paid
$328 million (including the assumption of
$80 million-$85 million of debt) for Inter-
mountain Gas, which serves 302,000 cus-
tomers in Idaho. The purchase should be
slightly accretive to earnings next year.
The company's long-term prospects
are bright. MDUls financial strength
should help it ride out the effects of the
current economic weakness. Also, in the
past year, the gas and oil division has
begun drilling in new (to MDU) areas of
North Dakota and Utah, and the initial
signs are promising. This timely stock of-
fers worthwhile (by utility standards) total
return potential to 2011-2013.
Paul E. Debbas, CFA November Z 2008

A strong first half of 2008 should en-
able MDU Resources' earnings to rise
sharply for the full year Led by
much higher gas and oil prices along with
higher production, earnings rose 50% in
the first half. The Construction Services
segment also fared well. Profits from the
gas utility operations advanced largely due
to the contribution from Cascade Natural
Gas, which MDU acquired in July of 2007.

despite the fact that near-term
prospects in a couple of divisions
have dimmed lately. Gas and oil prices
have declined considerably since the first
half of the year. That's largely why the
stock, having fallen more than 30% since
our August report, has underperformed
the market since then. In addition, MDU
has trimmed its expectation of production
growth in 2008 (most of which is thanks to
a large acquisition in January) from 12%-
16% to 10%-14%. The Construction Ma-
terials division is feeling the effects of the
slump in housing starts. Backlog is lower
than a year ago and has become even more
skewed towards public construction, which
carries lower margins than private con-
struction. And even in public construction,

12.1
8 . 4

Target Price Range
2011 2013

64

48
40
32

24
20
16

12

8
- 5

ulm H!
"1-13

'93, 6¢, '98, (34¢),  '01, 4¢, '02, 10¢, '03, (5¢). histor ically paid in early Jan.,  Apr. ,  July,  and
Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

(A)  Diluted EPS.  Excl.  nonrecur.  gains ( losses) :  in.  Next  egg.  report  due ear ly Feb.  (B)  Div'ds $3.10/sh. (D) in mill. ,  adj .  for splits.  (E) Rate
base:  var ies.  Rates all'd on com. eq. :  11.4%-

`04. (3¢), gain ( loss) on disc. ops.:  '06, (1¢), Oct ,  I  D iv'd reinvest .  plan avail.  t  Shareholder 13.0°/0, earned on avg. com. eq., '07: 14.1%.
'07, 60¢. '06 & '07 EPS don'l add due to round~ invest.  plan avail.  (C) Incl.  if  tang.:  In '07: Regul.  Climate:  ND, MT, Avg. ,  SD, Above Avg.
o 2008, Value Line Publishing. Inc. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties al Hg( kind.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANV ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscribers own, non-cummerdal, internal use. o part
ii it may be reproduced. resold, stored or transmitted in any printed, electronic nr other form, Ur used for generating or marketing any primed Ur electronic publication, service or productI III
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PRICE I no (8234§

RELATNE

PIE RATIO 1.92 3.2%DlV'D
YLD

VALUE
LINE

29.0
17.8

31.0
23.0

34.9
22.8

28.9
23.8

27.5
23.8

32.0
24.0

31.9
25.8

39.4
29.0

46.2
31.3

High:
Low:

19.2
15.0

21.4
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Return
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shares
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2001 200s 2009 o VALUE UNE PUB., mc2006

37.43

3.39

1.69

1.15

2.35

16.67.

29.52

17.3

.93

3.9%

1105.0

50.8

34.8%

1.9%

33.5%

64.5%

763.0

718.5

7.7%

10.0%

10.2%

1992 1 9 9 3 1994 1995 1996 1997 ossa 1999 2000 2001 2002 2003 2004 200s
9.37

2.03

1.09

.B2

1185

2.2s

1.12

.84

12.86

2.33

1.11

.as

14.70

2.41

1.19

.ea

16.13

2.7B

1.24

.90

1680

2.95

1.29

.93

1a.14

2.75

1.29

.96

19.45

2.91

1.4s

.99

23.45

3.21

1.60

1.02

26.53

3.40

1.sa

1.84

27,75

a . u

1.79

1.06

29.28

3.30

1.51

1.08

30.45

2.ss

1.50

1.10

35.59

3.35

1.78

1.12

1.01

7.36

1.38

7.62

1.36

1.90

1.66

a.24

2.85

8.61

1.79

a.9s

1.23

9.47

1.37

10.30

1.85

10.87

2.17

11.33

2.95

12.25

1.97

12.98

1.72

14.81

2.04

15.80

22.36 22.36 22.36 22.35 22.43 23.46 23.76 23.85 23.85 24.65 25.59 25.12 28.98 29.40

15.5

.94

4.9%

15.6

.92

4.8%

13.8

.91

5.3%

14.2

.95

5.2%

14.0

.ea

5.2%

12.a

.74

5.6%

14.4

.75

5.2%

13.9

.79

4.9%

13.5

.aa

4.7%

16.4

.84

3.8%

16.0

.87

3.7%

1`I.B

1.01

4.0%

17.3

.91

4.2%

15.4

.sz

4.1%

41.50

3.55

1.78

1.17

35.95

a s s

1.25

1.19

37.95

3.20

1.55

1.21

Revenues per sh

"Cash Flow' per sh

Eamlngs par sh A

Dhr'd  Ded'd perch ' I

4o.so

3.75

2.00

1.21

5.43

17.55

7.65

20.80

4.a5

21.20

Cap'l spending per sh

Book Wue per sh c

5.00

2s.oo

29.85 36.00 36.10 Common She Outst'g o 38.00

19.0

1.00

3.5%

lold451
Value
1slkl

eras are
Linn
ales

Avg Ann'I PIE Ratio

Rdzilvc pis Ratio

Avg Ann'l Div'd Yield

15.0

1.00

4.3%

1238.9

54.0

1295

41.0

1370
55.0

Revenues (small)
nu rum: (sun

1535

75.0

34.1%

4.2%

11.0%

12.0%

31.0%

14.0%

Income Tax Rate

AFUDC % b NM Prof i t

31.0%

11.0%

38.9%

58.4%

39.0%

59.5%

swf
60.5%

Long-Tenn Debt Ratio

Common Equity Ratio

45.0%

54.0%

882.1

854.0

1255

1075

1265
1110

Total Capita!($mlll)
Net Plant (sin)

1625
1575

7.2%

10.0%

10.2%

1.5%

5.5%

5.5%

5.5%

7.5%

7.5%

Recur on Tool Cap'I

RMurn on Shr. Equity

Recur on Com Equity l

5.0%

1.0%

4 5 %

431.1

32.6

464.5

36.9

559.4

40.2

654.1

43.6

710.1

46.1

753.2

39.7

882.3

40.0

1046.4

52.9

33.5%

.sos

32.2%

1 %

30.3%

.ass

31.5%

1 1 %

30.3%

5 1 %

27.4%

5.0%

29.8°/»
2.4%

34.6%

1.7%

40.7%

50.6%

38.7%

53.9%

39.5%

53.5%

43.5%

53.5%

44.0%

53.4%

43.2%

54.3%

37.1%

s0.1%

35.0%

62.9%

445.0

500.2

455.6

503.0

484.4

515.9

522.2

543.0

587.2

587.9

614.5

633.3

706.5

6B2.1

738.2

697.1

9.0%

12.4%

13.5%

9.7%

13.2%

14.1%

9.6%

13.7%

14.a%

9.3%

14.a%

148%

9.0%

14.0%

14.5%

7 8 *

11.4%

11.7%

8.8%

9.0%

9.1%

8.3%

11.0%

11.2%

CAPITAL STRUCTURE as of Gl30lol
Total Debt $531.6 mm. Due in 5 Yrs $296.1 mill.
LT Debt $341.6 mill. LT Interest $21.0 mil.

(LT interest earned: 4.6x)

Leases. Uncapltallzed Annual rentals 543.3 mill.
Pension Assets-12/01 $170.9 mill. Ohlin. 5185.2
mill.
PM Stock $1s.s mill. Pfd Div 'd 8.7 mill.
155,000 she. $3.60-$6.75, aim., no par (5100 liqui-

dating value).
Common Stock30,172,396 she.

as d1ra1108
MARKET CAP: s1.1 billion (Mid Cap)

w»¢¢nr~l

z o o s
+a .2

2 9 3 7 9
4 . 9 6
7 1 4
6 6 5

66 .5
+.2

2007
+a.a

a14sa
5.20

NA
7 0 5
N A
° . 2

+2 . 5
3 0 1 6 9

s .04
7 1 1
6 9 0

6 6 . 2
+ . 5

ELECTRIC OPERATING STATISTICS
z o o s

xi  me nun sos (KW )
ms  mn  Us :  M o w
NO w»3,§ ;=;¥ , a l

Ma una
NlrJalLll¢ rmnns
'L0\ange Qxdnmn e d)

4 4 6 4 1 0FMOW !¢W .W ) 4 8 3

P u t
10 Yrs.

Pas t
Yrs.
8 . 0 %

5 %
. 5 %

2 . 0 %
7 . 5 %

ams '05 - '07
an '11-'13

1 . 0 %
1 . 5%
2 . 5 %
1 . 5 %
5 . 5 %

ANNUAL RATES
d change (Pu sh)
Rev enues
"Cash Flaw"
Eamings
Div idends
Book Value

9 . 0 %
2 . 5 %
3 . 5 %
2.5 A
7 . 0 %

Cll-
endar

QUARTERLY REVENUES (S mill.)
Man31 Jun.30 Sep.30 Dec.31

Full
Year

2005
2005
2001
me
2009

256.4

279.9

305.9

a2a.s

3 4 0

285.2

2B5.7

329.7

I a
3 5 0

232.1
257.8

301.1

300.2

3 3 5

212.1

280.6

3 0 2 2

331.2

3 4 5

1046.4

1105.0

1238.9

1295

1370

Cal-
endar

EARNINGSPERSHIRE*

Mar.31 Jun.30  Sep.30 Dec.31
Full
Year

2005
2006
2007
m s
2009

.61

.45

.44

.45

.45

.42

.3 1

.46

.42

.45

.37

.37

.53

.11

.a s

.37

.so

.34

.2 1

. J o

1.18

1.69

1.78

1.25

1.55

Cal-
endar

QUARTERLY WIDENDS PAIDB I
Man31 Jun.3ll Sep.30 Dec.31

Full
Year

2004

2005

zoos

2001

200a

.275

.pa

.288

.293

.275

.pa

.288

.293

.298

.215

.2a

.288

.293

.298

.275

.za

.288

.293

.298

1.10

1.12

1.15

1.17

3.4%

m e

4.5%

70%

5.4%

65%

5.8%

63%

6.0%

60%

3.2%

73%

2.5%

73%

4.2%

63%

3.3%

CB%

3.5%

66%

Nil

98%

1.5%

77%

Retained to Com En

All Div 'ds iN Net  PM

3.0%

87%

Fuel costs: 11% of revs. Has operations in manufacturing, plastics,

health services, food ingredients, 5 others (55% of 'av net inc.). '01

reported depress. vale (uti li ty): 2.8%. Has 4,300 emdoyees. Chair-

man; John MacFarlane. Pres .  & CEO: John o.  Erickson. Inc . :  MN.

Address: 215 South Cascade St. .  P.O. Box 496, Fergus Falls .  MN

56538-0496. Tel.: 215-739-B479. Internet: .ottertaiI.oom.

BUSINESS: Otter Tai l Corporation is  the parent al Otter Tai l Power

Company ,  which supplies  e lec t r i c i t y  to  129 ,000  cus tomers  in a

mainly rural area in Minnesota (50% of retai l Alec. revs.), North Da-

kara  (41%),  and South Dakota  rese t .  Elec .  rev .  breakdown,  '07 :

residential,  28%, commercial s  farms, 35%. industrial,  21%. other,

16%. Generating sources: coal, 52%, other, 1%. purchased. 47%.

i n  e a r l  A u  u s e .
8 t t e r g ' l " a i l

r a n t e d  a  f i n a l  r a t e  h i k e  i n  M i n n e s o t a  o f
8 3 . 8  m i l l i o n  ( 2 . 9 % )  t h a t  w a s  l o w e r  t h a n
t h e  i n t e r i m  t a r i f f  i n c r e a s e  o f  $ 7 . 1  m i l l i o n
( 5 . 4 % ) ,  s o  t h e  u t i l i t y  h a d  t o  r e f u n d  s o m e
p r e v i o u s l y  c o l l e c t e d  r e v e n u e s .  T h e r e  w i l l
a l s o  b e  s o m e  d i l u t i o n  f r o m  t h e  u p c o m i n g
s a l e  o f  a t  l e a s t  f i v e  m i l l i o n  c o m m o n  s h a r e s .
O u r  r e v i s e d  e s t i m a t e  i s  a t  t h e  b o t t o m  e n d
o f  t h e  c o m p a n y s  g u i d a n c e  o f  $ 1 . 2 5 - $ 1 . 5 0  a
s h a r e .  W e  a y e  a l s o  c u t  o u r  2 0 0 9  f o r e c a s t .
M o r e  r e g u l a t o r ;  m a t t e r s  a r e  u p c o m -
i n g .  O t t e r  T a i l e w e r  p l a n s  t o  f i l e  r a t e
c a s e s  t h i s  f a l l  i n  N o r t h  D a k o t a  a n d  S o u t h
D a k o t a .  R a t e  o r d e r s  a r e  e x p e c t e d  a r o u n d
m i d - 2 0 0 9 .  A l s o ,  t h e  u t i l i t y  i s  a w a i t i n g
p e r m i s s i o n  f r o m  t h e  M i n n e s o t a  c o m m i s -
s i o n  t o  b u i l d  a  t r a n s m i s s i o n  l i n e  i n  t h e
s t a t e ,  w h i c h  w o u l d  b e  n e c e s s a r y  f o r  t h e
c o a l - f i r e d  p l a n t  i t  w a n t s  t o  b u i l d  i n  S o u t h
D a k o t a .  A  r u l i n g  p r o b a b l y  w o n ' t  c o m e  u n -
t i l  e a r l y  2 0 0 9 .
W e  c o n t i n u e  t o  t h i n k  t h a t  t h i s  s t o c k  i s
o v e r v a l u e d .  M o s t  o f  O t t e r  T a i l l s  n o n u t i l i -
t y  b u s i n e s s e s  a r e  c y c l i c a l ,  a n d  t h e  u t i l i t y
o p e r a t i o n  g e n e r a t e s  n e a r l y  h a l f  o f  c o r p o -
r a t e  p r o f i t s ,  y e t  t h e  r e l a t i v e  p r i c e - e a r n i n g s
r a t i o  i s  m u c h  h i g h e r  t h a n  h i s t o r i c a l  l e v e l s .
P a u l  E .  D e b b a s ,  C F A S e p t e m b e r  2 6 ,  2 0 0 8

O t t e r  T a i l  C o r p o r a t i o n ' s  s t o c k  h a s
b e e n  o n  a  w i l d  r i d e  l a t e l y .  D u e  t o  i n v e s -
t o r s '  e n t h u s i a s m  a b o u t  t h e  p o t e n t i a l  o f  t h e
c o m p a n y ' s  w i n d - t o w e r  m a n u f a c t u r i n g  b u s -
i n e s s ,  w h i c h  o u g h t  t o  b e n e f i t  f r o m  i n -
c r e a s e d  d e m a n d  f o r  w i n d - p o w e r  e q u i p -
m e n t .  t h e  s h a r e  p r i c e  r e a c h e d  t h e  m i d - 4 0 s

B u t  i t  f e l l  2 0 %  i n  o n e  d a y
a f t e r r e p o r t e d  v e r y  d i s a p p o i n t -
i n g  s e c o n d - q u a r t e r  e a r n i n g s .  h e  s t o c k  h a s
m a d e  a  p a r t i a l  r e c o v e r y  s i n c e  t h e n .
T h e  w i n d - t o w e r  m a n u f a c t u r i n g  b u s i -
n e s s  r e p r e s e n t s  a  s m a l l  p a r t  o f  O t t e r
T a i l ' s  o v e r a l l  e n t e r p r i s e .  T h i s  u n i t  i s
o n e  o f  f o u r  c o m p a n i e s  i n  O t t e r  T a i l ' s  M a n -
u f a c t u r i n g  d i v i s i o n ,  w h i c h  g e n e r a t e d  2 9 %
o f  n e t  i n c o m e  i n  2 0 0 7 .  ( M a n a g e m e n t  h a s
n o t  s a i d  h o w  m u c h  m a n u f a c t u r i n g  i n c o m e
c a m e  f r o m  t h e  w i n d - t o w e r  u n i t . )  S o ,  t h i s
s t o c k  i s  h a r d l y  a  p u r e  p l a y  i n  w i n d  p o w e r .
W e  h a v e  s l a s h e d  o u r  2 0 0 8  e a r n i n g s  e s -
t i m a t e  b y  $ 0 . 5 5  a  s h a r e .  A  n e w  w i n d -
t o w e r  m a n u f a c t u r i n g  f a c i l i t y  i s  h a v i n g
s t a r t - u p  p r o b l e m s  t h a t  m i g h t  w e l l  l a s t  u n -
L i l  e a r l y  2 0 0 9 .  M o s t  o f  t h e  c o m p a n y ' s  o t h e r
n o n u t i l i t y  b u s i n e s s e s  h a v e  e x p e r i e n c e d
y e a r - t o - y e a r  b o t t o m - l i n e  d e c l i n e s  a s  w e l l .
O n  t h e  u t i l i t y  s i d e ,  O t t e r  T a i l  P o w e r  w a s

22.8
17.0

Target Price Range
2011 2013

54

48
40
32

24
20
LB

12

8
-6

lllll m
"1-13

Next earnings report due early Nov. (B) Divlds mill., adj. for split. (E) Rate allowed on com. eq. l Company's Financial Strength
Stock's Price smabuity
Price Growth Persistence
Earnings Predictability

(A) Diluted earnings. Excl. nonrecurring gains:
'98, 7¢, '99, 34¢, gains from discount. opera- historically paid in early March, June, Sept., in MN in 'OB: 10.43%, earned on avg. com. eq.,
sons: '04, 8¢, '05, 33¢, '06, 1¢, `05 & '07 earn- and Dec. l Div'd reinvestment plan avail. 'DO: 105% Regulatory Climate: MN, ND, Aver-
ings don't add to full-year total due to rounding. (C) Incl. intangibles. In '07: $5.55lsh. (D) In age, SD, Above Average.

© 20oa, Value Line Publishing, Inc. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warrarldes or any kind. i
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly lot subscriber's own, noncommercial, internal use, No pan
of it may be reproduced, resold, stored or transmitted in any printed, elecvonir; or other In rm, or used lot generating or raveling any printed or electronic publication, service or product.

Ill



PG&E CORP. NYSE-PCG 37.83RECENT
PRICE 88.0 12.5(I.':£:::s§138) 1 .13

RELATNE

PIE RATIO

DIVD
YLD 4 . 3 %

VALUE
LINE

31.8
17.0

20.9
6.5

23.8
8.0

28.0
11.7

34.5
25.9

40.1
31.8

48.2
35.3

52.2
42.6

45.7
26.7

High :
Low:

30.9
20.9

35.1
29.1

BETA

TIMEUNESS 3 Raised 7l11I08

SAFEW 2 Raised 5l12l06

TECHNICAL 3 Raised 8I15ID8

.85 (1.G0=Market)

2011-13 PROJECTIONisT I
A  l 1

Price Gain "8¢\u?n°
High 4 5 (+20% 1 9%
Low 35 (-5% 3%
I n s i d e r  D e c i s i o n s

D  J  F  u  A  M J  J  A
0  0  0  0  0  0  0  0  0
0  2  0  0  0  0  0  0  a
0 1 2  0  o  0  0  0  0  3

to Buy
Options
toSell
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2 0 1 2

01
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34.98

7.32

2.78

1.41

7.32

22.50

378.39

16.8

.SB

3.0%

13237

1006.0

M.9%

9.5%

48.1%

50.4%

16976

23656

8.0%

11.4%

11.7%

1992 1993 1994 1 9 9 5 1 9 9 6 1 9 9 7 1 9 9 8 1 9 9 9 2 0 0 0 2 0 0 1 2002 2003 2o04 2005

24.12

5.42

2.58

1.76

24.77

5.42

2.33

1.88

24.28

5.99

2.76

1.96

23.24

8.31

2.95

1.96

23.82

5.24

2.16

1.77

36.B7

5.98

1.57

1.20

52.12

5.08

1.88

1.20

57.74

7,15

2.24

1.20

57,75

.80

d9.21

1.20

63.18

5.65

3.02

32.74

1.14

d2.36

25.05

4.80

2.05

28.47

5.71

2.12

31.78

7.12

2.35

.90

5.41

19.41

4.13

19.77

2.54

20.07

2.25

20.77

3.05

20.73

4.36

21.30

4 2 3

21.0a

4.39

19.10

4.54

8.19

7.33

11.89

7.94

9.47

4.08

10,12

3.72

20.62

4.90

19.50

426.85 421.22 430.24 414.03 403.50 417.67 382.80 360.59 387,19 363.38 381.67 416.52 418.62 368.27

12.3

.75

5.6%

14,8

.81

5.5%

9.5

.62

7.5%

9.4

.63

7.1%

10.9

.68

7.5%

15.5

.89

4.8%

16.5

.81

3.8%

13.1

.75

4.1% 4.8%

4.B

.25

9.5

.54

13.8

.73

15.4

.82

2.5%

2006
33.63

1.20

2.77

1.32

6.44

20.95

372.80

14.8

,80

3.2%

12539

991.0

35.9%

5.8%

45.4%

52.9%

14760

21785

8.4%

12.3%

12.5%

38.50

7.90

2.95

1.56

40.25

8.45

3.20

1.68

Revenues per sh

"Cash Flow" per sh

Earnings perch A

Div 'd Decl'd per sh B:1

46.50

9.75

3.50

2.04

9.95

24.05

s.a0

25.50

Cap'l Spending per sh

Book Value per sh c

9.55

29.95

382.00 387.00 Common Shs0u!s t 'g D 398,00

Bold fig
Value
destin

vies are
Ume
ales

Avg Ann'I PIE Ratio

Relative PIE Ratio

Avg Ann'I Div'd Yield

11.5

.75

5.1%

14700

1125

15570
1235

Revenues ($mill)
Net Profit ($milI)

18500

1400

35.0%

8.0%

35.0%

5.0%

Income Tax Rate

AFUDC % to Net Profit

35.0%

5.0%

49.0%

49.5%

51.0%

48.0%

Long-Term Debt Ratio

Common Equity Ratio

50.5%

49.0%

18540

25555

20625

27305

Total Capital ($mill)
Net Plant ($milI)

24365

31365

8.5%

12.0%

12.0%

8.0%

12.0%

12.5%

Return on Total Cap'l

Return on Shr. Equity

Return on Com Equity E

8.0%

11.5%

11.5%

19942

746.0

20820

825.0

26232

(13324

22959

1099.0

12495

d874.0

10435

791.0

11080

901.0

11703

9040

43.3% 1.5% 35.6%

1.6%

36.7%

3.7%

35.0%

3.6%

37.6%

5.6%

45.6%

49.6%

46.5%

48.0%

62.1%

30.4%

58.9%

34.9%

51 .5%

42.8%

42.4%

53.9%

45.1%

53.2%

48.3%

50.0%

16268

17818

14339

16776

10428

16591

12399

19167

8438.0

16928

7815.0

18107

18242

18989

14445

19955

6.5%

B.4%

8 9 %

7.4%

10.8%

11.5%

NMF

NMF

NMF

13.3%

21.5%

22.9%

NMF

NMF

NMF

16.3%

17.6%

18.5%

7.6%

10.1%

10.3%

8.1%

12.1%

12.37

CAPITAL STRUCTURE as of 6/30/08
Total Debt $BB39 mill. Due in 5 yrs $2750 mill.
LT Debt $7721 mill. LT Interest $65000 mill.

(LT interest earned: 3.2x)
Pension Assets-12/07 $9.5 bi ll.  Obllg. $9.1 bi ll.
Pfd Stock $252.0 mill. Pfd DlV'd $16.0 mi ll.
5,973,456 she. 4.35% to 7.04%, cum. and $25 par,
redeem. from $25.75 to $27.25, 5,784,825 she.
5.00% to 6.00%, cum. nonredeem. and $25 pan
5,500,000 she. 5.30% and 6.57%, cum. $25 par,

mandate. redempt.

Common Stock 381 ,075,783 she.
MARKET CAP: $14.4 billion (Large Cap)

2 o 0 1
+2 .2

12253
8 .34
NM F
NM F
NM F
+2 . 0

ELECTRIC OPERATING STATISTICS
2005 2 0 0 5

-1 .s +5 .8
12341 1 2 5 3 5

8.15 8 .60
NM F NM F
NM F NM F
NM F NM F

+2 . 7

Capably at Peak (Mwm)

Annual Load Fader ( Q

%013398 Retail Sale (KWH)
Avg, I use Use (MWHIwH
Avg lndust Revs. per (¢)

Peak Load, Summerl

% Change Customers end)

2 6 3 2 5 93 0 9Fixed Charge Cov. (%]

Pas t
Yrs.

-9 .5 %
2 3 .5 %

Pas t
10Yrs.

2 . 0 %
2 . 0 %
1.5%

-3.0%

ANNUAL  RATE S
of change (per sh)
Re v e nue s
"Ca s h F lo w"
E a mi ngs
Div i dends
B o o k Va lue 18 .5%

Est 'd '05-'07
to '11-'13

5 . 5 %
5 . 0 %
5 . 0 %
9 . 0 %
6 . 0 %

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2005

200s

2001

200s

2009

2669

3148

3356

3733

3950

2498

3017

3187

3578

3780

2804

3158

3279

3600

3850

3732

3206

3415

3789

3990

11703

12539

13237

14700
15570

Cal-
endar

EARNINGS PER SHARE A

Ma n3 1 J un. 3 0  Se p. 3 0 Dec.31
Full
Year

2005

2006

2007

2008

2009

.49

.43

.56

.58

.65

.62

1.09

.77

.95

1.00

.10

.65

.74

.80

.as

.54

.so

.71

.52

.70

2.35

2.77

2.78

2.95

3.20

Ca l-
e nda r

QUARTERLY DIVIDENDS PAID But

Mar.31 J un.3 0  Se p.3 0 Dec.31
F ul l
Year

2004

2005

200s

2007

2008

.33

.33

.36

.30

.33

.35

.39

.30

.33

.36

.39

.30

.33

.36

.39

.90

1.32

1.41

3.4%

63%

5.2%

55%

NMF

NMF

22.9%

10%

NMF 1B.5%

2%

10.3%

1%

7.7%

39%

6.6%

48%

5.9%

50%

6.0%

53%

6.0%

53%

Retained to Com Eq

All Div'ds to Net Prof

5.0%

59%

Ty: hydro, 62%. fossi l fuels, 2%, nuclear, 36%. Fuel costs: 41% of

utility revenues, labor costs (system): 15%. '07 depress. rate: 3.3%.

Est 'd plant age: 9 years. Has 20,050 employees. Chairman, Presi-

dent  & Chie f  Execut i ve  Of f i ce r  Pe te r  A.  Darbee .  inc . :  Ca li f .  Ad-

dress: 77 Beale Street,  San Franc isco, Cali f .  94106. Tel. :  1-800-

367-7731. Internet: wimn.pgecorp.com.

BUSINESS: PG&E Corporation is a holding co. for Pacif ic  Gas and

Electric Company and nonuti l.  subside. Supplies electric i ty and gas

in 48 Cali f .  counties. Owns generation elsewhere in the U.S. Elect.

( a nd  ga s )  r e v .  b r e a kdo w n:  r e s i t . ,  3 6 %  ( 7 5 % ) ,  c o me r . ,  3 9 %

(25%), induct. ,  18% (under 1%), other,  7%. Petroleum ref ining in-

dustry is the largest elect. and gas customer. '07 megawatt capaci-

o p e r a t i o n s  w i l l  f a l l  s h o r t o f c o v e r i n g  t h e s e
o u t l a y s ,  m a n a g e m e n t  p l a n s  t o  i s s u e  a b o u t
$ 1 . 4  b i l l i o n  o f  l o n g - t e r m  d e b t  e a c h  y e a r
t h r o u g h  2 0 1 1 t o b r i d g e  t h e  g a p .  A n d
d e p e n d i n g  o n  m a r k e t  c o n d i t i o n s ,  i t  w i l l
s e l l  f r o m  $ 1 . 1  b i l l i o n  t o  $ 1 . 7  b i l l i o n  o f  c o m -
m o n  s t o c k  o v e r  t h e  s a m e  p e r i o d .  T h e s e  o f »
f e r i n g s  w o u l d  r e d u c e  t h e  c o m m o n  e q u i t y
r a t i o  o n l y  m o d e s t l y
E a r n i n g s  s h o u l d  c o n t i n u e  t o  r i s e  t h i s
y e a r . T h e  b i g  p l u s e s  a r e  a  f u l l  y e a r  o f
2 0 0 7 7 s  $ 2 4 3  m i l l i o n  r a t e  i n c r e a s e  a n d  t h e
$ 1 2 5  m i l l i o n  a t t r i t i o n  r a t e  b o o s t  i n  2 0 0 8 .
O t h e r  p o s i t i v e s  i n c l u d e  p r o f i t s  f r o m  n e w
p l a n t s  i n  o p e r a t i o n  a n d  a  r e d u c t i o n  i n
h e a d c o u n t  r e s u l t i n g  f r o m  t h e  i n s t a l l a t i o n
o f  " s m a r t "  m e t e r s .  D e s p i t e  h i g h e r  i n t e r e s t
e x p e n s e ,  w e  a r e  r e t a i n i n g  o u r  2 0 0 8  e a r n -
i n g s  e s t i m a t e  o f  $ 2 . 9 5  a  s h a r e .  F u r t h e r
g a i n s  a r e  l i k e l y  f o r  t h e  n e x t  f e w  y e a r s .
I n c o m e - o r i e n t e d  i n v e s t o r s  m i g h t  t a k e
a  l o o k  h e r e . T h e  y i e l d  i s  n e a r  t h e  i n d u s -
t r y  n o r m ,  b u t  d i v i d e n d  g r o w t h  p r o s p e c t s  t o
2 0 1 1 - 2 0 1 3 e x c e e d  t h e  g r o u p a v e r a g e .
W h a t ' s  m o r e ,  s i n c e  P G & E ' s  e x i t  f r o m
b a n k r u p t c y  i n  A p r i l ,  2 0 0 4 ,  f i n a n c e s  h a v e
b e e n  r e s t o r e d  t o  a  s a t i s f a c t o r y  l e v e l .
A r t h u r ] - L  M e d a l  j e N o v e m b e r  Z  2 0 0 8

t h r e e  y e a r s  a r e
S i n c e  c a s h  f l o w  f r o m

P G & E  k e e p s  a d d i n g  g e n e r a t i o n  t o
m e e t  c u s t o m e r n e e d s .  C o n s t r u c t i o n  i s
n e a r  c o m p l e t i o n  o n  t h e  5 3 0 - m e g a w a t t
( m w )  g a s - f i r e d  G a t e w a y  p l a n t ,  w h i c h  i s
s c h e d u l e d  t o  g o  o n  l i n e  i n  e a r l y  2 0 0 9 .  T h e
u n i t  w i l l  b e  f o l l o w e d  a  y e a r  l a t e r  b y  t h e
6 5 7 - m w  C o l u s a  g a s - f i r e d  s t a t i o n .  M e a n -
w h i l e ,  t h e  c o m p a n y  a w a i t s  a p p r o v a l  t o
r e p o w e r  t h e  1 6 3 - m w  H u m b o l d t  g a s -  a n d
o i l - p o w e r e d  f a c i l i t y ,  t o  e x t e n d  i t s  u s e f u l
l i f e .  A l s o  o n  t h e  a g e n d a  a r e  i n c r e a s e s  i n
r e n e w a b l e  e n e r g y  s o u r c e s .  U n d e r  c o n t r a c t
a r e  s o m e  1 , 2 0 0  m w  o f  w i n d - d r i v e n  p o w e r ,
w h i c h  w i l l  b e  a v a i l a b l e  i n  t h e  s u m m e r  o f
2 0 1 0 ,  T o o ,  l a s t  A u g u s t ,  P G & E  a g r e e d  t o
b u y  8 0 0  m w  o f  s o l a r  e n e r g y  a n d  m a y  i n -
c r e a s e  t h e  a m o u n t  t o  2 , 0 0 0  m w .  T h e  w i n d
a n d  s o l a r  p u r c h a s e s ,  p l u s  l e s s e r  a d d i t i o n s
o f  b i o m a s s  a n d  g e o t h e r m a l  e n e r g y ,  w i l l  b e
s u f f i c i e n t  t o  m e e t  t h e  s t a t e ' s  r e n e w a b l e  e n -
e r g y  r e q u i r e m e n t s .  T h e  n e w  p o w e r  s h o u l d
n o t  o n l y  s a t i s f y  r i s i n g  d e m a n d  f o r  a  w h i l e ,
b u t  s h o u l d  p e r m i t  r e t i r e m e n t  o f  o l d e r  a n d
m o r e  c o s t l y  p l a n t s .
T h e  p r o g r a m  e n t a i l s  p e r i o d i c  t r i p s  t o
t h e  c a p i t a l  m a r k e t s . C o n s t r u c t i o n  c o s t s
f o r  t h e  n e x t p r o j e c t e d  a t
$ 3 . 8  b i l l i o n  a n n u a l l y .

34 .0
20 .3

T a r g e t  P r ic e  R a n g e
2 0 1 1 2 0 1 3

120
100
80
64

48

32

24
20
16

12

I
' I1-13

( losses):  '94 ,  (55¢),  '95 ,  4¢,  '96,  (41¢),  '97 , Jan., Apr.,  July , Oct.

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

B++

100
(A) EPS di lut e d.  Exc l .  no nre c ur r i ng ga i ns Ly Nov (B) Div idends his torically  paid in mid- (D) In mi llions. (E) Rate base: net orig.  cost.

l Div idend reinvestment Ra t e  a l lo we d o n c o m.  e q,  i n  ' 0 7 :  1 1 . 3 5 % .
18¢, '99, ($2.44), '04, $695. incl. '00 nonrecur- plan avai lable.  t  Shareholder investment plan Earned on avg. com. eq. in '07: 12-3%. Regu-
ring loss: $11.83. Next earnings report due ear- available. (C) Incl i f tang. In '07: $11.80/sh. Malory Climate: Average.
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PINNACLE WEST NYSE-PNW 30.68RECENT
PRICE

PIE
RATIO 10.1 (8:3::ss 133)8»EL$%E 0.91
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YLD 6.8% VALUE

LINE
52.7
25.7

50.7
37.7

46.7
21.7

40.5
283

45.8
36.3

46.7
39.8

51.0
38.3

51.7
368

42.9
26.3

High:
Low:

42.8
27.6

49.3
39.4TIMEUNESS
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Price
50
35

Ann'I Total
Return
17%

9%
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$+15%l
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1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 © VALUE LINE PUB., INC

19.39

4.70

1.73

19.66

5.25

1.95

.20

19.28

5.09

1.99

.BE

19.08

5.16

2.22

.93

20.77

5.90

2.47

1.03

23.52

7.12

2.76

1.13

2512

7.34

2.85

1.23

28.57

7.73

3.18

1.33

43.50

7.99

3.35

1.43

53.56

8.72

3.58

1.53

28.90

7.01

2,53

163

30.87

7.33

2.52

1.73

31.59

6.93

2.58

1.83

30.16

5.75

2.24

1.93

34.03

8.76

3.17

2.03

35.07

6.69

2.96

2.10

37.30

6.90

2.80

2.10

37,75

7.00

2.90

2.10

Revenues per sh

"Cash Flow" perch

Eamings per sh A

Div'd Decl'd per sh B i t

44.55

9.75

3.10

2.22

2.57

17.00

2.69

18.87

2.92

20.32

3.38

21.49

2.95

22.51

3.63

2390

3.75

25.50

4.05

25.00

7.76

28.09

12.27

29.46

9.81

29.44

7.60

31.00

5.86

32.14

8.39

M 57

7.38

34.47

9.14

35.15

8.95

35.90

8.95

36.60

Cap'I Spending per sh

Book Value per sh c

9.40

39.10

87.16 87.42 87,43 87,52 87.52 B433 84.B3 84.83 84.83 84.83 91.28 91.29 91.79 99.08 99.96 100.49 100.70 106.00 Common Shs 0uts!'g D 106,60

10.8

.as

11.5

.88

.9%

9.6

.63

4.3%

10.8

.72

3.9%

11.8

.74

3.5%

11.8

.SB

35%

15.2

.79

2.8%

11.9

.BB

3.5%

11.3

.73

3.8%

12.0

.61

3.5%

14.4

.79

4.5%

14.0

.80

49%

158

.83

4.5%

19.2

1.02

4.5%

13.7

.74

4.7%

14.9

.78

4.8%

Bald Hg
Value
destin

res are
Una
ales

Avg Ann'IPIE Ratio

RelativePIE Ratio

Avg Ann'lDiv'd Yield

13.5

.90

5.3%

CAPITAL STRUCTURE as of 6130105
Total Debt $3477.5 mill. Due in 5 Yrs $1298.s mm.
LT Debt $30862 mill. LT Interest$1B1 .3 mill.

(LT interest earned; 3.2x)

Pension Assets-12/07 $1 .32 bill.Oblig. $1.72 bill,

P fd Stock None

Common Stock 100,733570 she. as of 814/08
MARKET CAP: $3.1 billion (Mid Cap)

2130.5

252.5

2423.4

270.8

3690.2

283.6

4551.4

312.2

2637.3

215.2

2817.9

230.8

2899.7

235.2

2988.0

223.2

3401.8

317.1

3523.5

29a.e

3750

280

4000
295

Revenues ($mIII)
NetProfit (smiul

4750

330

395%

7.4%

38.3%

4.3%

44.1%

7.6%

40.6%

15.3%

39.1%

20.5%

31.4%

6.2%

35.4%

6.9%

362%

1o,4%

33.0%

6.6%

33.6%

14.8%

34.0%

4.0%

34.0%

4.0%

Income Tax Rate

AFUDC % to Net Profit

34.0%

4.0%

47.5%

502%

50.0%

59.0%

45.1%

549%

511%

48.3%

51.8%

48.2%

50.6%

49.4%

46.7%

53.3%

43.2%

56.8%

48.4%

51.6%

47.0%

53.0%

46.5%

53.5%

47.0%

53.0%

Long-Term Deb! Ratio

Common Equity Ratio

49.0%

51.0%

43075

4730.6

4411.8

4778,5

4337.8

5133.2

5172.4

5907.3

5567.9

6479.4

5727.5

7480.1

5535.2

7535.5

6033.4

7577.1

6678.8

7881.9

6658.7

8436.4

6735

8925

7300

9425

Total Capital ($mill)
Ne!Plant ($mill)

8170

10745

7.5%

11.2%

112%

7.9%

12.3%

12.2%

B,1%

11.9%

119%

7.5%

12.5%

125%

5.4%

80°/»
8.0%

5.5%

8.1%

8.1%

5.6%

8.0%

8.0%

5.0%

6.5%

6.5%

6.2%

9.2%

9.2%

5.9%

8.5%

8.5%

6.0%

8,0%

s.0%

5.5%

7.5%

7.5%

Return on Total Cap'l

Return on Shr. Equity

Return on Com Equity E

5.5%

8.0%

s,0%

6.4%

45%

7.1%

42%

63%

43%

73%

41%

2.9%

54%

2.6%

68%

2.3%

71%

1.0%

85%

3.4%

63%

2.5%

70%

2.0%

75%

2.0%

72%

Retained to Com Eq

All Div'ds to Net Prof

2.5%

71%

| »: n

2007
+4.3
B65

7.30
57B3
7545
51 ,4
+33

ELECTRIC OPERATING STATISTICS
2005 2006
+4.4 +5.6
S70 730
6.28 6.87

7412 7652
7000 7652
50.0 4B.0
4-4.3 +4.4

dFador( r) I

% Change Retail Sales (KWH)

Avg. Induct UseM U M

Avg.Indus.Revs. per (¢)
Capacityal Peak (Nw

Peak MY Summer

Annual L

% Change Customers

37%, nuder, 22%, gas & other, 18%, purchased power, 23% Has

7,600 employees. Reported '07 depreciation rate: 3.1%. Est'd plant

age: 10 years. Chairman & Chief Executive Officer: William J. Post.

Pres.: Jack E. Davis. Inc.: Arizona. Address: 400 E. Van Buren St.,

Suite 700, P.O. Box 52132, Phoenix, AZ B5072-2132. Tel.: 602-

379-2568, Internet; www.pinnaclewest.com.

BUSINESS: Pinnacle West Capital Corporation (parent of Arizona

Public Service) supplies electricity to approx. 1,780,000 people in

11 of 15 Arizona counties. Electric revenue sources: residential,

51%, commercial, industrial, and other, 49%. Power costs: 39% of

electric revenues, labor costs: 13% of total revenues. The mining

industry is the largest industrial customer. Energy sources: coal,

s o n  h u b  t o  Y u m a ,  A r i z o n a .  O n  t h e  g e n e r a -
t i o n  s i d e ,  P N W  r e c e n t l y  b o u g h t  a  t w o - u n i t ,
9 6 - m e g a w a t t  g a s - f i r e d  u n i t .  A n d  p e n d i n g
a p p r o v a l  o f  f e d e r a l  t a x  c r e d i t s ,  i t  w i l l  b u y
1 0 0 %  o f  a  2 8 0 - m w  s o l a r  p o w e r e d  f a c i l i t y
t h a t  w o u l d  b e  b u i l t  b y  a n  o u t s i d e r .  T h e s e
a d d i t i o n s  s h o u l d  m e e t  c u s t o m e r  r e q u i r e -
m e n t s  f o r  t h e  n e x t  s e v e r a l  y e a r s .
E a r n i n g s  a r e  h e a d e d  l o w e r  i n  2 0 0 8 .
P l a n t  o v e r h a u l s i n  t h e  f i r s t  q u a r t e r
l i m i t e d  o f f - s y s t e m  s a l e s  a n d  g e n e r a t e d  a
d e f i c i t  i n  t h a t  p e r i o d .  T o o ,  t h e  S u n C o r  s u b -
s i d i a r y  m a y  p o s t  n o  p r o f i t s  t h i s  y e a r  b e -
c a u s e  o f  a  s o f t  r e a l  e s t a t e  m a r k e t .  T h o u g h
t h e  J u n e  i n t e r i m  b e n e f i t e d  f r o m  a  o n e -
t i m e ,  $ 0 . 3 0 - a - s h a r e  t a x  r u l i n g ,  w e  e s -
t i m a t e  2 0 0 8  e a r n i n g s  w i l l  d e c l i n e  5 %  t o
$ 2 . 8 0  a  s h a r e .  H i g h e r  r a t e s  s u g g e s t  m o d -
e s t  i m p r o v e m e n t  n e x t  y e a r .
T h e y i e l d  i s  a b o v e  t h e  i n d u s t r y a v e r -
a g e . B u t  n o  b o o s t  i n  t h e  p a y o u t  i s  l i k e l y
u n t i l  t h e  r a t e  c a s e  i s  d e c i d e d .  A  r e a s o n a b l e
a w a r d  s h o u l d  t h e n  r e s u l t  i n  a  d i v i d e n d
h i k e .  B u t  f u t u r e  i n c r e a s e s  m a y  b e  m o r e
m o d e s t  t h a n  t h o s e  o f  t h e  p a s t .  O n  b a l a n c e ,
w e  r a t e  P i n n a c l e  a n  a v e r a g e  u t i l i t y  i n v e s t -
m e n t .
A r t h u r  H M e d a l  j e N o v e m b e r  Z  2 0 0 8

P i n n a c l e  W e s t  h a s  f i l e d  f o r  $ 2 7 8 . 2  m i l -
l i o n i n h i g h e r r a t e s . T h e r e q u e s t
r e f l e c t s  a  t e s t  y e a r  e n d e d  D e c e m b e r  3 1 ,
2 0 0 7 .  I t  i s  b a s e d  o n  a n  1 1 . 5 0 %  r e t u r n  o n
e q u i t y ,  u p  f r o m  t h e  p r e s e n t l 0 . 2 5 % .
A b o u t  9 5 %  o f  t h e  a p p l i c a t i o n  i s  f o r
n o n f u e l - r e l a t e d  i t e m s .  T h e s e  c o m p o n e n t s
i n c l u d e  n e w  c o n n e c t i o n s  t o  e x i s t i n g  c u s -
t o m e r s ,  u p d a t i n g  t h e  c o s t  o f  c a p i t a l ,  a n d
$ 7 9 . 3  m i l l i o n  f o r  a n  a t t r i t i o n  a d j u s t m e n t
t o  o f f s e t  e a r n i n g s  e r o s i o n  t h r o u g h  2 0 1 0 .
P N W  a l s o  s e e k s  a n  i n t e r i m  s u r c h a r g e  o f
$ 1 1 5  m i l l i o n ,  w h i c h  w o u l d b e  s u b j e c t  t o  r e -
f u n d . T h e  p e t i t i o n  a s k s  t h a t  n e w  r a t e s  b e
e f f e c t i v e  n o  l a t e r  t h a n  O c t o b e r  1 ,  2 0 0 9 .
D e s p i t e  a  r e d u c t i o n  i n  d e m a n d ,  t h e
c o m p a n y  s t i l l  n e e d s  n e w  g e n e r a t i o n .
D u e  t o  a  w e a k  e c o n o m y ,  e n e r g y  s a l e s
g r o w t h  h a s  s l o w e d  f r o m  3 . 5 %  i n  2 0 0 7  t o
a b o u t  2 . 0 % ,  a n d  i t  w i l l  p r o b a b l y  r e m a i n
n e a r t h a t f i g u r e  f o r  s o m e  t i m e  t o  c o m e .
E v e n  t h e  l e s s e r  i n c r e a s e  r e q u i r e s  n e w  e n -
e r g y  s o u r c e s .  T o  c o v e r  i t s  o b l i g a t i o n s ,  P i n -
n a c l e  h a s  b e g u n  b u i l d i n g  a  1 0 0 - m i l e ,  5 0 0 -
k i l o v o l t  l i n e  i n  t h e  P h o e n i x  a r e a  t h a t  w i l l
i n c r e a s e  c a p a c i t y  b y  9 1 7  m e g a w a t t s .  A n d
i t  h a s  a u t h o r i t y  t o  c o n s t r u c t  a n o t h e r  1 2 2 -
m i l e  l i n e  f r o m  t h e  P a l o  V e r d e  n u c l e a r  s t a -

291n 32427aFlxedt eCnV(°A)

Est'd '05-'D'l
to '11»'13

5.0%
7.5%
2.0%
1.0%
2.0%

Past
Yrs.

-4.5%
-4.0%
-2.5%
5.5%
3.5%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Pas!
1l.\Yrs.

4.5%
.5%

1.0%
7.0%
4.5%

Cal-
endar

QUARTERLY REVENUES (s mill.)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2005

goos

2007

2008

2009

755.8 955.6

925.0 1076.5

863.4 12059

926.2 1260

990 1320

585.0

670.2

695.1

735.7

800

691.6

730.1

759.2

a21.1

B90

29880

3401 .a

3523.6

3750

4000

Cal-
endar

EARNINGS PER SHARE A

Mar.31 Jun.30 Sep.30 Dec.31
Full
Year

2005

2006

2007

2008

2009

.24

.10

.03

.11

.15

.86
1.84

1.99

1.40

1.70

.88

1.11

.78

1.33

.as

.26

.12

.16

d.04

.20

2.24

3.17

2.96

2.80

2.90

Cal-
endar

QUARTERLY DIVIDENDS PAID B-1
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2004

2005

2005

2007

2008

.475

.50

.525

.525

.45

.475

.50

.525

.525

.45

.475

.50

.525

.525

.45

.475

.50

.525

.525

1.B3

1.93

2.03

2.10

LEGENDS . .
1..2B xDwldendsslmsh
dlvidgd to Intern Rate

. . Relative nee Strength
OE\1ons: Yes

hadedarea indicates recesswn |
|

43.4
302

Ta rge t  P r i ce  Range
2011 2 0 1 3

120
100
80
64

48

32

ZN
20
18

12

III I l l |.
" 1-13

100I
Company's Financial Strength
Stock's Prime stabmty

Earnings Predictability
Price Growth Persistence

(A) Diluted egg. Excl. nonrecurring gains 22¢, '05, (35¢); '06, 10¢. Next earnings report avail. (C) Incl. def. chge. In '07:$7.36lsh. (D) In
(losses): '93, 22¢, '94, 31¢, '951 net 6¢, '99, due early Nov. (B) Div'ds historically paid in mill. (E) Rate base: Fair value. Rate alI'd on
($1.20), '02, (77¢), end. gains (losses) from early Mar., June, Sept., and Dec, I Divd rein- com. eq, in `05: 10.25%, earned on avg. com.
discontinued ops.: '92, 7¢, '99, ($197); '00, vest. plan avail. t Shareholder invest. plan eq., '07: 8.6% Reg. Clim.: Avg
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NYSE-PNM 9.03RECENT
PRICE

PIE
RATIO 8.4(8:2::::;4&t5) 0.76RELATWE

PIE RATIO

DIVD
YLD 5.5% VALUE

LINE

18.9
9_8

25.2
15.3

j3;»~ :

20.5
11.5

19.6
12.5

261
187

3-lov

305
23.8

32.1
22.5

34.3
21.0

21 .7
7.6

High:
Low:

15.8
10.5

16,5
11.6TIMELINESS 4

3
Raised11/7108

S A F E W Lowefed 5l9l08

T E C H N I C A L 3 Lowefed11 /7 loB

BET A . 9 0  ( 1 . 0 0 = M a r k e t )

2011-13 PR0JECT 0N§T I
' Ota

Price Gain NRnetum
11 (4-20% 1 0 %

1 (-20% NI[
High
Low
I n s i d e r  D e c i s i o n s

D J F M A M J J A
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0
0 0 2 0 0 1 0 0 0

to Buy
Options
to Sell

tog
to $ 3
Hld'5(000

I n s t i t u t i o n a l  D e c i s i o n s

4 a m 1 102M1 zazoaa
9 1 1 0 7 1 0 3
7 7 8 9 7 1

7 3 4 3 5 6 6 1 2 0 7 7 4 6 7
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I1111

I I la
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2012

3-ful-2 split 5/04
Yes

L E G E N D S
1.6.7 x Dividends 9 sh
divided b r l n l e e s  Ra t e
Relative Ice Strength
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-5 3 .8
- 6 0 0
-3489

W A H M
INDEX
-1 9 .3

1_5
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8

I I I
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Percent
shares
traded

24
16
8
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II I III  I I I !
2005 2007

3 2 , 2 5

3 . 5 7

1 . 7 2

.BS

2 4 . 9 2

2 5 4

. 7 6

.91

4 .0 4

2 2 . 0 9

5 .9 4

2 2 . 0 3

7 5 5 5 7 6 . 8 1

1 5 . 6

,8 4

3.2%

3 5 . 5

1 . 8 8

3 .4 %

2 4 7 1 .7

122 .1

1 9 1 4 0

5 9 . 9

2 4 .7 %

3 .8 %

5.1%

.7%

5 0 .9 %

4 8 .8 %

4 2 .0 %

5 7 .6 %

3 4 7 0 .7

3 7 6 1 .9

2 9 3 5 . 8

2 9 3 5 .4

4 .9 %

7.2%

7 .2 %

3 .4 %

3 .5 %

3 .5 %

I llI III II lllllll \IIIII I HH ll IIH l l II llllllu1II
2009 © VAL UE L INE PUB. ,  INC2008

2 1 . 6 5

1 . 7 5

. 1 0

. 7 1

3 , 5 5

1 9 , 7 5

9 1 . 0 0

Edd Hg
Valu
destin

1 9 7 0

9 . 0

5 .0 %

4 . 0 %

4 6 .5 %

5 3 . 0 %

3 3 9 0

3 1 1 5

2 . 0 %

. 5 %

. 5 %

2005
3 0 . 1 9

3 . 5 5

1 . 5 9

1 9

3 , 0 7

1 B. 7 0

5 B,7 g

1 7 . 1

. 9 1

2 .9 %

2 0 7 6 .8

1 0 6 . 5

3 1 .1 %

5 7 .4 %

4 2 .3 %

3 0 4 4 . 4

2 9 8 4 .1

4 . 7 %

8 .2 %

8 .2 %

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

1 3 . 6 0

2 . 1 0

. 5 0

1 3 . 9 5

2 .3 4

.81

1 4 . 4 4

2 . 5 5

1 .1 1

1 2 . 9 0

2 . 3 8

.91

1 4 . 1 0

2 . 6 1

1 . 1 5

.2 4

1 a . 1 2

2 . 5 8

1 . 2 5

. 4 2

1 7 . 4 3

3 .0 4

1 .5 0

.51

1 8 . 9 5

2 . 8 2

1 .2 9

. 5 3

2 7 . 4 6

3 . 1 6

1 .5 5

. 5 3

4 0 . 0 9

4 . 3 1

2 . 5 1

. s o

1 9 . 9 2

2 . 8 3

1 . 0 7

. 5 7

2 4 . 1 1

3 0 5

1 . 1 5

5 1

2 6 . 5 4

3 .1 4

1 . 4 3

s o

1 . 5 2

1 0 . 0 0

1 .6 1

8 .8 6

1 . 9 0

1 0 . 0 8

1 . 7 0

1 1 2 2

1 .42

1 2 . 0 4

2 . 0 5

1 2 . 8 4

2 . 0 6

1 3 , 7 5

1 .5 6

14 .74

2 . 5 0

1 5 . 7 6

4 . 5 1

1 1 . 2 5

4 . 0 9

1 6 . 6 0

2 . 7 8

1 7 .B4

2 , 2 5

1 B, 1 g

6 2 . 6 6 6 2 . 6 5 5 2 . 6 6 5 2 . 6 6 6 2 . 6 6 6 2 . 6 5 8 2 . 6 6 6 1 .0 5 5 8 . 6 8 5 B.6 8 5 8 . 6 8 6 0 . 3 9 6 0 . 4 5

1 6 . 5

1 . o 0

9 5

. 5 6

7 . 5

. 4 9

1 0 .6

. 7 1

1 1 . 0

. 6 9

1 .9%

1 0 . 0

. a s

3 .3 %

9 . 8

.51

3 .5 %

9 . 5

.5 4

4 .4 %

8 . 5

. 5 5

4 .1 %

7 . 3

. 3 7

2 . 8 %

1 5 .1

. 8 2

3 .5 %

14.7

8 4

3 .5 %

1 5 0

. 7 9

2 .9 %

2 2 . 1 0

2 . 4 0

, s o

. 5 0

Re v e n u e s  p e r  s h

" C a s h  F l o w " p e r  s h

Ea r n i n g s  p e r s h  A

D i v ' d De c l ' d p e r c h  B  I t

2 4 .7 5

3 . 2 5

. 9 5

. 5 0

3 . 5 5

1 9 . 8 5

Ca p ' l  Sp e n d in g  p e r  s h

Bo o k  Va lu e  p e r  s h  c

3 . 8 5

2 0 .9 5

9 1 . 0 0 C o m m o n  S h e  0 u t s t ' g  D 9 1 . 0 0

res are

Llne

Ares

Av g  An n ' l  PI E Ra t i o

Re la t i v e  PIE Ra t io

Av g  An n ' l  Div 'd  Yie ld

9 . 5

. a s

5 . 3 %

2 0 1 o

5 5 . 0

Re v e n u e s  ( $ m i l I )

Ne t  Pr o f i t (small)

2 2 5 0

8 5 . 0

2 5 . 0 %

3 . 0 %

In c o me  T a x  Ra t e

A F U D C 'A  t o  Ne t  Pr o f i t

2 5 .0 %

3 .0 %

4 8 .0 %

5 1 . 5 %

L o n g -T e r m De b t  Ra t io

Co mmo n  Eq u i t y  Ra t i o

4 9 . 5 %

5 0 . 0 %

3 5 0 0

3 2 7 5

Total Capital ($miII)
Net Plant ($mill)

3 8 0 0

3 7 4 0

3 .0 %

3 .0 %

3 .0 %

Re tu rn  o n  T o ta l  Ca p ' l

Re tu rn  o n  Sh r .  Eq u i ty

Re t u r n  o n  Co m Eq u i t y  E

4 . 0 %

4 . 5 %

4 . 5 %

1092 .4

1 0 5 .2

1 1 5 7 .5

7 9 . 9

1 5 1 1 .3

9 2 . 7

2 3 5 2 .1

1 5 5 .3

1 1 6 9 . 0

6 4 . 3

1 4 5 5 . 7

6 8 . 9

1 5 0 4 . 5

B 8 3

3 4 .9 % 34.5% 4 4 .5 % 3 4 .2 % 2 4 . 5 % 2 9 .0 %

1.7%

2 8 .2 %

3 .4 %

53.2%

4 5 .4 %

5 2 .0 %

4 7 .3 %

5 0 .4 %

4 8 .9 %

4 8 .2 %

51.1%

4 9 . 8 %

4 9 . 5 %

4 1 5 %

5 1 9 %

4 7 .1 %

5 2 4 %

1896 .4

1 5 9 3 . 8

1 9 0 1 .2

1582 .4

1 8 9 1 .3

1 6 1 7 . 3

1 9 7 8 . 7

1 7 8 1 . 0

1 9 6 6 . 9

1 8 6 7 . 3

2 0 7 7 .3

2 1 9 4 .4

2 0 9 8 .9

2 3 2 4 .6

6 .9 %

11.5%

12,1%

5.9%

8 .8 %

8 .8 %

6 .6 %

9.9%

10.0%

9 .5 %

15.3%

15.4%

4 .7 %

6 .5 %

6 .5 %

4 .7 %

6 .3 %

6 .3 %

5 .3 %

7 .9 %

B.0%

C A P I T A L  S T R U C T U R E  a s  o f  s r 3 0 l o s
T o t a l  D e b t  $ 2 4 1 3 . 9  m i l l .  D u e  i n  5  Y r s  $ 1 4 1 2 . 0

mi l l .
L T  D e b t $ 1 5 1 7 . 0  m i l t , L T  In t e r e s t  $ 8 7 . 8  m i l l ,

( L T  i n t e r e s t  n o t  e a r n e d . )
Pe n s i o n  As s e t s - 1 2 / 0 7  $ 5 0 1 . 7  m i l l .  Ob l i g . $ 4 9 8 . 9

mi l l .
P f d S t o c k $ 1 1 . 5  m i l l . P f d  D i v ' d  $ . 6  m i l l .
1 1 5 v 2 9 3  s h e .  4 . 5 8 % ,  $ 1 0 0  p a r  w h o  ma n d a t o r y
r e d e mp t i o n .  S i n k i n g  f u n d  b e g a n  2 1 1 1 8 4 .

C o m m o n S t o c k  8 6  3 1 0 , 7 0 1  s h e .
M A R K E T C A P : $ 7 7 5 m i l l i o n  ( S m a l l  C a p )

Avg.

2 0 0 7
+1  . B

4 6 0 2
5 . 2 0

2 2 0 5
1 9 3 3
8 4 . 2
+1  . a

E L E C T R I C  O P E R A T I N G  S T A T I S T I C S
2 0 0 5 z o o s
+ 2 . 9 + 3 . 5

4 5 4 4 4 7 5 5
4 . 7 9 4 . 7 1

1 7 4 4 1 9 3 4
1 7 7 9 1 8 5 5
6 4 . 8 s 5 . 0
+ 2 . 9 + 2 . 7

%  Chan Retail Sales (KWH)
Avg. Use (MM

lndu9. Revs.18" (4)
Capacity atPeak (  w
Peak Load, Summer14
Annual Load Factor ( IW
%  Change Cusinmeis end)

1 2 21 6 61 6 5Fixed Charge OW. (% )

P a s !
5 Yrs.

E s t ' d  ' 0 5 - ' 0 7
to '11 ~'13

- 2 . 5 %
-1  .0 % 1 . 0 %
- 5 . 0 % ~ 6 . 0 %
9 5 % - 9 . 0 %
5 . 0 % N i l

A N N U A L R A T E S
of change (per sh)
R e v e n u e s
" C a s h  F l o w "
E a m i n g s
D i v i d e n d s
B o o k  V a l u e

P a s t
10 Yrs .

7 . 0 %
2 . 5 %
2 . 0 %

1 4 . 5 %
5 . 5 %

Cal-
endar

QUARTERLY REVENUES (s milL)
Mar.31 Jun.30 Sep.30 Dec.31

F u l l
Y e a r

2005

2006

2007

2008

2009

4 2 7 . 9

6 5 5 . 8

4 3 7 . 0

3 6 4 . 5

3 8 5

4 0 5 . 3
5 4 6 . 7

5 0 5 . 6

5 8 0 . 3

5 6 0

6 4 6 . 5

6 1 9 . 0

4 0 1 . 5

4 3 5 . 2

4 5 5

5 9 7 . 1

6 5 0 . 2

5 6 9 . 9

5 9 0

6 1 0

2 0 7 6 . 8

2 4 7 1 . 7

1 9 1 4 . 0

1 9 7 0

2 0 1 0

C a l -
e n d a r

EARNINGS PER SHARE A

M a r . 3 1  J u n . 3 0  S e p . 3 l l D e c . 3 1
F u l l
Y e a r

2005

2006

2001

200a

2009

. 4 6

. 6 2

. 1 5

. 6 0

. 3 5

. 2 2

. 2 3

. 2 8

d . 0 5

. a s

. 5 0

. 3 8

. 1 9

d . 9 3

. 0 5

. 4 1

. 4 9

. 1 4

. 4 8

. 1 5

1 . 5 9

1 . 7 2

. 7 6

. 1 0

. 6 0

C a l -
e n d a r

QUARTERLY DNIDENDS PAID =-t
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2004

2005

2005

2007

2008

. 1 6

. 2 0

. 2 2

. 2 3

. 1 6

. 2 0

. 2 2

. 2 3

. 1 2 5

. 1 6

. 1 8 5

. 2 0

. 2 3

. 2 3

. 1 5 3

. 1 8 5

. 2 0

. 2 2

. 2 3

. 6 3

. 7 7

. 8 4

. 9 1

B.4%

3 1 %

5.2%

42%

6 .5 %

35%

12.3%

2 0 %

1 1 %

5 3 %

3 .0 %

5 3 %

4 .5 %

4 4 %

4 .3 %

4 8 %

3 .7 %

4 9 %

N M F

1 1 7 %

N M F

N M F

. 5 %

s o %

Re t a i n e d  t o  Co m Eq

Al l  Div 'd s  to  Ne t  Pro f

2 0 %

6 9 %

F u e l s :  c o a l ,  6 5 % ,  n u c l e a r ,  2 7 % ,  g a s o i l ,  8 % .  F u e l  c o s t s :  5 9 %  o f

r e v s . ,  l a b o r  c o s t s :  1 6 % .  ' 0 7  r e p o r t e d  d e p r e s s .  r a t e :  2 . 4 % .  Es t ' d  p l a n t

a g e :  1 1  y e a r s .  H a s  3 , 1 2 4  e m p l o y e e s .  C h a i r m a n  &  C h i e f  E x e c u t i v e

O f t i c e r .  J e f f r y  E .  S t e r b a .  P r e s i d e n t :  P a t r i c i a  K .  C o l l a w n .  i n c . :  N e w

M e x i c o .  A d d r e s s :  A l v a r a d o  S q u a r e ,  A l b u q u e r q u e ,  N e w  M e x i c o

8 7 1 5 8 .  T e l . :  5 0 5 - 2 4 1 - 2 7 0 0 .  In t e r n e t :  w w w . p n m r e s o u r c e s . c o m ,

B U S I N E S S : P N M  R e s o u r c e s ,  p a r e n t  o f  P u b l i c  S e r v i c e  C o m p a n y  o f

N e w  M e x i c o ,  s e l l s  e l e c t r i c i t y  ( m o r e  t h a n  9 9 %  o f  r e v e n u e s ) ,  o t h e r

l e s s t h a n  ( 1 % )  i n  n o r t h - c e n t r a l  N e w  M e x i c o  ( p o p u p :  1 , 3 0 0 , 0 0 0 ) .  A c -

q u i r e d  T N P E n t e r p r i s e s  6 1 0 5 .  L a r g e s t  c u s t o m e r  C i t y  o f  A i b u q u e r -

q u e .  E l e c t .  r e v .  b r e a k d o w n :  r e s i t .  2 5 % ,  c o m e r . ,  2 8  A ,  i n d u c t ,  8 % '

o t h e r ,  3 9 % .  A r e a s  m i l i t a r y  e s t a b l i s h m e n t s  a r e  m a j o r  c u s t o m e r s .

November 7, 2008

time low of $0.10 a share and may improve
only marginally next year. As a result
The company has appl ied for much-
needed rate rel ief. The $123.3 mil l ion
request includes cont inued use of a fuel
and purchased power cost  ad justment
clause, with 75% of off-system sales mar-
gins going to customers. In addition, costs
associated with environmental  improve-
ments at  the San Juan plants would be
fu l l y  recovered.  The f i l i ng  a l so  seeks
recoupment of costs related to including
357 megawatts of power in PNMls retai l
generation rate base. This was previously
approved by the commission staf f  and
other interested parties, Finally, the peti-
tion asks for an 11,75% allowed return on
e q u i t y ,  u p  f r o m  t h e  c u r re n t  1 0 . 1 0 % .
Whatever amounts are granted wi l l  take
effect in August, 2009.
We'd avoid a commitment to this un-
timely stock, at this t ime. The recent ly
reduced div idend won' t  be earned th is
year, and it may be barely covered in 2009.
What 's more,  PNM's long-term debt  i s
rated below investment  grade by major
rating organizations.
Arthur H Medalist

P N M Resources has a contract to sell
i ts natural gas operations. Continental
Energy has agreed to buy these assets for
$620 million in cash. The deal will provide
$463 million in aftertax proceeds and $100
million in profits. all of which the company
will be allowed to keep. The pact requires
approval of various state and federal regu-
latory bodies. Closing is expected by year-
end. In a related matter, the parties have
agreed to terminate PNM's pending pur-
chase of  Cont inental 's Cap Rock Texas
electric transmission and distribution fa-
ci l i ty.  In exchange, Cont inental  wi l l  pay
PNM $15 million.
Earnings wi l l  probably fal l  far below
2007's dismal performance. PNM's un-
regulated Texas assets suffered damages
in the range of $30 mil l ion to $35 mil l ion
from last fal l 's Hurricane Ike, and these
losses are not recoverable through rates.
Too,  planned outages at  the San _loan
coal-fired station have forced the company
to buy power in a high-priced wholesale
market. Despite last April 's $34.4 mill ion
rate increase and improved operations at
the Palo Verde nuclear stat ion,  we es-
t imate 2008 prof i ts wi l l  plunge to an al]-

B
6 0
SO
2 0

C o m p a n y ' s  F i n a n c i a l  S t r e n g t h
St o c k ' s  Pr i c e  S t a b i l i t y
P r i c e  G r o w t h  P e r s i s t e n c e
E a r n i n g s  P r e d i c t a b i l i t y

To subscribe call 1-800-133-0046.

'03, 45¢, '05, (56¢); '07, 14¢. (B) Div'ds histori-
cally paid in early Feb., May, Aug., and Nov. l
Div ld reinvest. plan avail. t Shareholder invest.
plan avail. (C) incl. if tang. '07; $13.72lsh.

1 4 . 3
9 . 9

Target Price Range
2 0 1 1 2 0 1 3

40
32

24

I 16

12
10

B

5

IIIIIIIIII
"1-13

( D )  In  m i l l . ,  a d j u s t .  f o r  s p l i t .  ( E )  Ra t e  b a s e ;  n e t
o r i g .  c o s t ,  E l e c t .  R O E  a l l o w e d  i n  ' 0 8 :  1 0 . 1 % ,

, , , , e a r n e d  o n  a v g ,  c o m .  e q . ,  ' 0 7 :  3 5 % .  R e g u l a t o r y
3 ¢ ,  ' 9 8 ,  n e t  ( 1 6 ¢ ) ,  ' 9 9 ,  5 ¢ ,  ' 0 0 ,  1 4 ¢ ,  ' 0 1 ,  ( 1 0 ¢ ) , C l i m a t e ;  A v g

o 2008, Value Line Publishing, Inc. Al l  r ights reserved. Factual mater ia l is  obtained from sources believed to be re l iable and is provided without warranties of any land.
THE PUBUSHER lS NOT RE PONSIBLE FOR ANY ERRORS OR DMISSIONS HEREIN. This publicat ion is str ic t ly  lot subscriber 's own, non-commercia l,  internal use No part
al it may be reproduced, resold, stared Ur lransmiued in any printed. electronic or other rum, Ur used lot generating or marlreling any printed or electronic publication. service or pruducL

(A) EPS diluted. Next earnings report due mid-
Nov. Excl.  nonrecur.  gains ( losses):  '92,
($2.28), '93, ($1.90). '94 7¢, '95 net 23¢, '97
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2006 2007 2008 2009 © VALUE LINE PUB., INC2005

16.35

3.84

1.92

.96

2.13

11.62

380.15

15.1

.80

3.3%

8219.0

739.0

14.0%

57,5%

42.0%

10513

10916

9.3%

16.5%

161%

1992 1993 1994 1995 1996 1997 1998 1999 z000 2001 2002 2003 2004

9.03

1.90

1.01

.80

8.96

1.98

1.04

.83

8,76

1.84

.84

.84

863

2.05

97

.84

8.94

2.14
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9.17

2.11
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12.03

2,43
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1,11

5.51
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1.94

11.21

303.77 304.26 310.96 31881 325.33 332.50 314.82 28739 290,0B 293,15 331.47 354.72 378.14
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.78
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14.1

.83

5.7%

13.0

.85
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10.8

.72

B.0%
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.71

7.1%

10,8

.62
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10.9

.57

5.5%

13.4

75

3.7%

B.9

.58

3.6%

12.4

.54

2.4%

11.1

.61

4.2%

10.5

.60

4.0%

12.5

.55

3.5%

17.92

4.25

2.29

1.10

17.41

5.10

2.63

1.22

19.10

4,75

2.15

1.34

17.60

4,55

1.75

1.40

Revenues per sh

"Cash Flow" per sh

Earnings per sh A

Div'd DecI'd per sh s I

23.75

e.25

4.50

2.25

3.62

13.30

4.51

14.B8

4.30

15.75

3.30

16.05

Cap'l Spending per sh

Book Value per sh c

3.75

21.75

385.04 373.27 374.00 375.00 Common Shs 0utst'g ° 367.00

14.1

.75

3.4%

17.3

.91

2.7%

Bold Hg
Vale
esra

'res are
Line
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Avg Ann'I PIE Ratio

Relative PIE Ratio

Avg Ann'I Div'd Yield

13.0

,as

3.8%

68990

8990

6498.0

1031.0

7150

830

6600
675

Revenues ($mill)
ref  Prof it  (Smile

s7o0

1690

23.2%

2.6%

20.7% 30.0%

Nil

35.0%

Nil

Income Tax Rate

AFUDC % to Net Profit

36.0%

Nil

55,4%

42.2%

54.1%

43.6%

53.0%

45.0%

54.5%

43.0%

Long-Tenn Debt Ratio

Common Equity Ratio

4s.0%

50.5%

12151

12069

12747

12605

13150

13250

13950

13450

Total Capital ($mill)
Net Plant (Swim

15800

14300

9.3%

16,B%

17.3%

9.8%

17.6%

18.2%

8.0%

13.5%

14.0%

6.5%

10.5%

11.0%

Return on Total Cap'l

Return on Shr.Equity

Return on Com Equity E

12.5%

20.5%

21.0%

3786.0

393.0

4590.0

332.0

5683.0

500.0

5725.0

576.0

5429.0

536.0

5587.0

667.0

5812.0

692.0

40.7%

2.3%

33.5%

2.1 %

363%

4.0%

29.7%

43"/1

257%

344%

27.1%

1.2%

22.8%

.7%

s a w . .
34.2%

65.7%

28.2%

65.4%

29.5%

64.8%

23.7%

56.5%

251%

71.1%

28.5%

51.6%

37.9%

5229.0

44B0.0

5716.0

5644.0

6826.0

5948.0

7845.0

5135.0

Bssao

9566.0

11455

10446

11171

11209

95%

1B.4%

206%

7.9%

16.9%

19.0%

9.7%

21 .2%

23.6%

9.8%

20.B%

28.2%

8.8%

18.1%

21.1%

7.6%

20.2%

19.6%

8.4%

16,1%

16.3%Common Stock 374,576538 she. as of 10/31/08

MARKET CAP:

CAPITAL STRUCTURE as of 9/30/08
Total Debi $7989.0 mill. Due in 5 Yrs $24B4.0 mm.
LT Debt $6714.0 mill LT Interest $422.0 mill.

Ind. 23 mm. units7.75%, $25 liq. value, 82,000
units 8.23%, $1000 face value.

(LT interest earned: 3.4x)
Leases, Uncapitalized Annual rentals $52.0 mill.
Pension Assets-12/07 $5.60 bill.Oblig.$5.48 bill.
Pfd Stock $301.0 mill. Pfd Div'd $18.0 mill.
505,189 she. 3.35%-6.75%, $100 par, cumulative,
callable $102.00-$110.00; 10 mill. she. 6.25%,
$100 liq. preference, redeemable after 4/6/11 .

$12 billion (Large Cap)

ICS

u
Avg. Indus Revs. per

Annual Load Factor (%

ELECTRIC OPERATING STATIST
2005
+4.5

NA
N A
NA

7035
N A

+11

2006
-1 .B
N A
N A
N A

7554
N A
+.9

2007
+355

N A
N A
N A
N A
N A
+.7

% Ch RetaH Sal (KXM-I)
Avg. est Use (M

Capacity al Peak (Mw) (1)
Peak Load Winter (Mw F

'A Change Cuslumers end)

330314263Fixed Charge Cav. (%l

Est'd '05-'07
to '11-'13

5.5%
11.0%
12.0%
13. 0%
8.5%

Past
10 Yrs.

7.0%
7.5 /a
8.5%
2.5%
4.5%

Past
5 Yrs.
-1 .5%
5.5%
B.5%

13.0%
150%

ANNUAL RATES
of change (per sh]
Revenues
"Cash Flow"
Earnings
Dividends
Book Value

Cal-
endar

QUARTERLY REVENUES (5 mill.)
M a r . 3 1  J u n . 3 0  S e p . 3 0  D e c . 3 1

Full
Year

2005

2006

2007

200a

2009

1600

1781

1546

1526

1600

1478

1642

1573

1024

1600

1843

1752

1774

29B1
1800

149B

1724

1605

1619

1600

8219.0

88990

649B,0

7150

6600

Cal-
endar

EARNINGS PER SHARE A

Mar.31 Jun,30 Sep.3D Dec.31
Full
Year

2005

zoos

2001

2008

2009

.46

.52

.62

.50

.40

.45

.73

.57

.65

.45

.50

.46

.57

.45

.45

.51

.58

.BE

.55

.45

1.92

2.29

2.63

2.15

1.75

Cal-
enda r

QUARTERLY DIVIDENDS PAID B I

M a r . 3 1  J u n . 3 0  S e p . 3 0  D e c . 3 1
Full
Year

2004

2005

2006

2007

2008

.205

.23

.275

.305

.335

.205

.25

.275

.305

.335

.205

.23

.275

.305

.335

.193

.205

.25

.275

.305

,81

.92

1.08

1.19

6.4%

71%

9.4%

54%

16.1%

35%

20.2%

35%

12.4%

49%

11.7%

43%

9.3%

43%

8.8%

47%

9.3%

47%

10.0%

46%

5.5%

63%

2.0%

80%

Retained to Com Eq

All Div'ds to Net Prof

10.5%

50%

in U.K.  (2.6 million customers) .  E lect r ic revenue breakdown & gen-
erat ing sources not  provided by company.  Fuel costs:  25% of  reve-
n u e s .  ' 0 7  d e p r e c i a t i o n  r a t e :  4 . 4 % .  H a s  1 1 , 1 0 0  e mp l o ye e s .
Chainman,  President  8-  CEO: James H.  Miller .  Incorporated:  Penn-
sylvania.  Address:  Two Nor  l f  N inth St . ,  Al lentown,  Pennsylvania
18101-1179.  Tel. :  800-345-3085.  internet  www.pp1web.com.

BUSINESS: PPL Corporat ion ( former ly PP&L Resources,  inc. )  is a
holding company for  PPL Ut il it ies ( former ly Pennsylvania Power  8.
Light  Company) ,  which dis t r ibutes elect r ic i t y t o about  1.4 mil l ion
customers in a 10,000-square-mile area in eastern 8.  cent ral Penn-
sylvania.  P lans to sell gas dist r ibut ion subsidiary.  Also has subsidi-
aries in power generat ion 8. market ing, foreign electr icity distr ibut ion

Despite the reduced earnings esti-
mates and projections, a sharp
bottom-line increase is still in the off-
ing for 2010. That's when customers of
PPL Utilities will start paying market
based rates for the generation portion of
their bills - power that it provided by
PPL's energy-supply business. Under a
regulatory agreement that runs through
yearend 2009, customers are paying an en-
ergy rate that (although increasing each
year) is below market prices.
PPL has completed the sale of its gas
utility. The sale price was $268 million,
plus an adjustment for working capital.
This business was sold because it was not
strategically significant to PPL.
This equity has fallen around 30% in
price since our August report. That's
not surprising, given the reduction in the
company earnings guidance. We don't
recommend this issue for the year ahead,
but it offers moderate long-term recovery
potential-as long as PPL can avoid dis~
appointing Wall Street again. Note,
though, that we have cut the stock's Safety
rank a notch, to 3 (Average).
Paul E, Debbas, CFA November28, 2008

We have lowered our earnings esti-
mates and projections for PPL Corpo-
ration. Third-quarter profits were below
our expectation due to the company's trad-
ing loss on a long power position-which
PPL couldn't unwind when liquidity in the
power markets temporarily dried up-and
the effects of unplanned outages of two
coal-fired plants. The forward prices for
power have declined materially in recent
months, and operating and maintenance
expenses are up, so the margins of PPL's
power-supply business in the next few
years are likely to be lower than we ex-
pected. At the same time, interest expense
will probably be higher than we expected.
All told, we have slashed our share-net es-
timate from $2.40 to $2.15 for 2008 and
from $2.15 to $1.75 for 2009. We have not
yet published a profit forecast for 2010,
but PPL has reduced its guidance from a
range of $4.00-$4.60 a share to $3.60-
$420. The changing business conditions
have prompted the company to trim its
2009 capital budget by $200 million. We
have cut our 2011-2013 earnings projec-
tion by $0.50 a share and have lowered
our dividend growth forecast as well.

16,0
10 . 2

Target Price Range
2011 2013

120
100
B0
64

48

32

24
Z0

16

12

W

\ll1l\llll I iiiiiiiH
.'1.13

Company's Financial Strength
Stock's Price smabiury
Price Growth Persistence
Earnings Predictability

B++
(A) Diluted EPS. Excl.  nor rec. gains ( losses):
'00, 8¢, '01, ($1.18) '02, (B9¢), '03, 24¢, '04,
3¢, '05, (2¢), '07, (12¢), gain ( losses) on disc.
ops.:  'of ,  (e¢), '04, 11¢). '05, (12¢). '07, 19¢,
° 2008. value Line Publish inc. All rights reserved.
THE PUBLISHER is NOT RE PONSIBLE FOR ANY ER
until may be reproduced. resold, stored 01 Lransmlned in an

'08,  3¢.  Next  earnings report  due ear ly Feb adj. for split .  (E) Rate base: Fair value. Rate al-
(B) Div'ds histor ically paid in early Jan.,  Apr. , lowed on com. eq. in `08: none specif ied,
July,  and Oct .  l D iv'd reinvestment  plan avail. earned on avg. com. eq. ,  '07:  19.2%. Regulat-
(C) Ind. intarig. In 'D7: $5.091sh. (D) In mill. , t ry Climate:  Average.  (F )  Summer peak in '06.

Factual material is obtained from sources believed to be retable and is provided without warranties of any kind.
RORS OR OMISSIONS HEREIN. `lhis:ublicaiion is strictly lot subscriber's own, non-commercial, internal use. No pan
y printed, electronic or other form, nr use lot generating or marketing any panted or electronic publication, service or produce.l Ill
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STUCK INDEX
-13.2 -38.0

5.2 -17.7
19.4 4.5

1 yr
3 yr.
5 yr.

I

9 1 1 111
I n s t i t u t i o n a l  D e c i s i o n s

4Q2007 1Q2001 2Q2WI
h>Buy 216 202 217
\DS€l 191 19B 183
m4'sIun0) 151947 151868 150842

12
B
4

Percent
shares
traded

Progress Energy was formed on November
30, 2000 through the merger of CP&L Ener-
gy and Florida Progress. Florida Progress
common shareholders exchanged each
share held for $54 in cash andlor CP&L
common stock. They also received one
Contingent Value Obligation for each share
of Florida Progress stock, entitling them to
payments when four synthetic fuel plants
achieved certain economic levels from 2001
to 2007. Data prior to merger are for CP8=L
only and are not comparable with Progress
Energy data.
CA P IT A L STRUCTURE as of 9/30108
Total Debt $11230 mill.  Due in 5 Yrs $3533 mill
LT Debt  $9886 mill. LT Interest  $538 mill.
(LT interest earned: 2.9x)
P e n s io n Assets-12/07 $2.00 bi l l . obiing,  $214 bill.
P fd Stock $92.8 mill. P fd D iv'd $4.5 mill.
921,814 she.  $4.00 to $5.44 cum.  no par  callable
f rom $101 to $110 per  sh.  Sinking funds began in
1984 and 1986, respect ively.
Co mmo n Stock 263,087,236 she. as of 10131/08
MARKET CAP:  $10.2 bi l l ion (Large Cap)

2007
+3.5
2350
B.5B

21776
22327

NA
+3.5

ELECTRIC OPERATING STATISTICS
2005 200G

1 .4 -2.3
2399 232B
5.74 5.38

24500 21322
21983 21717

55.0 NA
+3.1 +20

% Chanage Retail Sales (KWH)
Avg. In use. Use (vvqlw
Avg. lndust. Revs. r H (¢)
Capacity at Peak
Peak Load, Summer/ w)

% Change Customers end)
AnnuaILoad Faduf( Ly,

2 4 92 0 4l 1 9 8Fixed Cha Cov.(%)

Past
10 Yrs.

6.5%
1.0%

Past
5Y1s.
4.0 />

-2.0%
-4.5%
25%
3.0%

3.0%
6.0%

Est'd '05-'07
to '11 -'13

1.0%
10%
50%
10%
20%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Cal-
endar

CUARrERLY REVENUES (S mill.)
Mar .31 Jun.30 S ep.30 Dec .31
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Year

2005

2006

2007

2008

2009

2168
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2066
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2750
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2230
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9500

Cal-
endar

EARNINGS PER SHARE A

Mar.31 Jun.30 Sep.30 Dec.31
Full
Year

2005

2006

2001
2008

2009

185
1.12
1.27

1.18

1.32

.63

.51
3 9

.42

.50

.03

.08
.41

.77

.60

.43

.34

.62

.58

.68

2.94
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2.69

2.95

3.10

Cal-
endar

QUARTERLY DIVIDENDS PAID 'Br
Mar.31 Jun , 30 Sep.30 Dec.31

Full
Year

2004

2005

2005

2001
2008
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.59
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.61
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.59
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.61
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.59
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gasldllcoal, 58%, nuclear, 27%, hydro. less than 1°/' parch.
power, 14%. Has 11,000 employees. '07 depreciation rate: 21%.

Est'd plant age: a years. Chairman, Chief Executive Ollicer, and
President William D. Johnson. Incorporated: North Carolina. Ad-
dress: 411 Fayetteville Street, Raleigh, North Carolina 27602. Tele

phone: 1-800-662-7232. lnlemet: progress-energy.oom.

BUSINESS: Progress Energy, parent d CPLL Energy and Florida
Progress, supplies elernridly to portions d North Carolina, south
Carolina, and Florida. Olher operations include coal mining,

wholesale generation. and financial services. Electric revenues:

residential, 45%; commercial, 26%. industrial, 13%, other, 16%.
Power oosls: 47% of revs, labor costs: 14%. Fud sources:

n a t i o n a l l y  i n
T  e s e

t h e  L e v '  C o u n t y  n u c l e a r  p l a n t  p r o j e c t .
d i t i o n a l  y ,

n e w  g e n e r a t i o n
( p E e

N o v e m b e r  2 8 .  2 0 0 8

a c t u a l  c o n s t r u c t i o n  m a y  b e g i n .  T h e  u n i t
w i l l  b e  a d d e d  t o  P E C ' s  c o m p l e x  i n  R i c h -
m o n d  C o u n t y ,  w h i c h  a l r e a d y g e n e ra t e s
a b o u t  1 , 2 0 0  m e g a w a t t s .  T h e  l ; 5 a n t  w i l l
l i k e l y  b e  u s e d  t o  a s s i s t  t h e  g r o w i n g  n e e d
f o r  e n e r g y  i n  t h e  r e g i o n  t h a t .  d e s p i t e  t h e
c u r r e n t  e c o n o m i c  d o w n t u r n ,  h a s  h a d  i t s
u s a g e  r a t e s  a n d  c u s t o m e r  g r o w t h  r i s e .
T h e  F l o r i d a  u t i l i t y  c o m m i s s i o n  a p -
p r o v e d  t h e  c o m p a n y ' s  f i r s t  n u c l e a r
c o s t - r e c o v e r y  f i l i n g .  B e g i n n i n g  i n  J a n u -
a r y ,  P r o g r e s s  E n e r g y  F l o r i d a  w i l l  s t a r t  c o l -
l e c t i n g  a b o u t  $ 3 9 5  m i l l i o n  i n  p r e c o n s t r u c -
t i o n  a n d  l i c e n s i n g  c o s t s  a s s o c i a t e d  w i t h

A d -
t h e  c o m p a n y  r e c e i v e d  a p p r o v a l

t o  c o l l e c t  $ 2 5  m i l l i o n  o  c o s t s  r e l a t e d  t o  t h e
C r y s t a l  R i v e r  u n i t  3  u p g r a d e .  T h e  c o m m i s -
s i o n ' s  d e c i s i o n  s i g n i f i e s  t h e  r e g i o n ' s  s t r o n g
s u p p o r t  f o r  t h e  e x p a n d e d  u s e  o f  n u c l e a r
p o w e r  g o i n g  f o r w a r d .
T h e s e  s h a r e s  m a y  i n t e r e s t  c o n s e r v a -
t i v e  i n v e s t o r s .  W i t h  a  y i e l d  t h a t  i s  a  c u t
a b o v e  t h e  i n d u s t r y  a v e r a g e ,  a n d  a  s e c u r e
d i v i d e n d  l i k e l y  t o  i n c r e a s e  e a c h  y e a r ,  w e
r a t e  P r o g r e s s  E n e r g y  t o  b e  a  s o l i d  u t i l i t y
h o l d i n g .
M i c h a e l  R a t t y

W e  h a v e  l o w e r e d  o u r  2 0 0 8  a n d  2 0 0 9
e a r n i n g s  o u t l o o k  f o r  P r o g r e s s  E n e r g y .
T h e  c o m p a n y  p o s t e d  t h i r d - q u a r t e r  e a r n -
i n g s  o f  $ 1 . 1 8  a  s h a r e ,  w h i c h  w e r e  b e l o w
o u r  e s t i m a t e .  W e a k n e s s  i n  t h e  F l o r i d a
e c o n o m y  w a s  e v i d e n t ,  w i t h  r e s i d e n t i a l  a n d
i n d u s t r i a l  e n e r g y  s a l e s  d o w n  6 . 1 %  a n d
2 . 7 %  f o r  t h e  p e r i o d .  T h e  c o m p a n y  n o t e d
t h a t  t o p - l i n e  g r o w t h  i n  t h e  r e i g n  w i l l  l i k e -
l y r e m a i n w e a k u n t i l t  e e c o n o m y
r e c o v e r s .  T h i s  i s  t r o u b l e s o m e  n e w s  f o r  t h e
e n e r g y  m a r k e t  a s  a  w h o l e ,  d u e  t o  t h e  f a c t
t h a t  t h e  s t a t e  r a n k s  t h i r d
p e r - c a p i t a e n e r g y c o n s u m p t i o n .
c h a l l e n g e s  i n  F l o r i d a  p a r t i a l l y  o f f s e t  i n -
c r e a s e s  i n  c u s t o m e r  g r o w t h  a n d  u s a g e  i n
t h e  c o m p a n y ' s  C a r o l i n a  m a r k e t .  T h i s  p o s i -
t i v e  d r i v e r  m a y  i n d i c a t e  a  t u r n a r o u n d  i n
t h e  r e g i o n .  A l l  t o l d ,  w e  h a v e  t r i m m e d  a
n i c k e l  f r o m  o u r  s h a r e - e a r n i n g s  e s t i m a t e s
f o r  b o t h  t h i s  y e a r  a n d  n e x t .
T h e  c o m p a n y ' s  C a r o l i n a  s u b s i d i a r y
s e e k s  a p p r o v a l  f o r  a
f a c i l i t y .  P r o g r e s s  E n e r g y  C a r o l i n a
i s  s c h e d u l e d  t n  b e g i n  s i t e  p r e p a r a t i o n  e a r -
l y  n e x t  y e a r  f o r  i t s  n e w ,  6 0 0 - m e g a w a t t _
n a t u r a l  g a s - f u e l e d  p l a n t .  T h e  c o m p a n y
a w a i t s  a n  a i r  p e r m i t  f r o m  t h e  s t a t e  b e f o r e
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(A) EPS diluted. Excl. nonrecur.: '00, B9¢; '01, Aug, and Nov. I Div'd reinvestment plan avail- common equity, in '88 in N.C.: 12.75%, in '88 I Company's Financial Strength
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Sem pra Energy w as  form ed through the
merger of Enova Corp. and Paci f ic  Enter-
p r i s es  on  J une  26 ,  1998 .  E nova  s toc k -
ho l ders  rec e i ved  one  Sem pra  s hare  fo r
each Enova share, and Pacific Enterprises
stockholders received 1.5038 Sempra
shares for every Pacific Enterprises share.

CAPITAL STRUCTURE as of Bl30108
Tota l Debt $59400 mi ll.  Due in 5 Yrs $25950 mi ll.
LT Debt $48090 mm. LT In letest $264.0 mill.

(LT interest earned: 7.4x)

Leases, Uncapitalized Annual rentals $120.0 mi ll.
Pension Assets-12ID7 $2.53 bil l . Oblig. $2.79 bill.

Pfd Stock $179.0 mi ll. P f d Div 'd $9.0 mill.
1,373,770 she. 4.40%-5% cumulative, $20 par, call-
able $20.25~$24, 2,040,000 she. $1.70-$1.82 cum.,
no par, callable $25.595-$26, 800,000 she. $4.36-
$4.75 cum., no par, callable $100-$101 .50, B11 ,073

she. 6% cum., $25 par.

C o mmo n Stock 246,378,369 she.

as of 7/31/08
MARKET CAP: $10.5  bi llion (Large Cap)
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5 .58 8 .00

N M F NM F
N M F N M F
NM F NM F
+1 .5 +1 .3

Capacity at Peak (IJIWm

Annual Load Fader (I/-I

% C Retail Sales (KWH)
Avg.l use. Use ( M U M
Avg. Induct Revs. per (¢I

Peak Load, Summa

'l» Change Customers yr-end)

4 1 94 0 92 7 4Fixed Charge Cov. (%]

P a s t
10 Yrs.

1 0 . 0 %
3 . 0 %
7 . 0 %

-2 .5 %
7 . 5 %

ANNUAL  RATES
d Mango (per sh)
Re v e nue s
"Ca s h F lo w"
Ea rni ngs
Div idends
Book Va \ue

P a s t
Yrs.
5 . 0 %
4 . 0 %

1 0 . 0 %
3 . 5 %

1 6 . 5 %

Es fd '05 - '07
to '11 -'13

4 . 5 %
8 5 %
7.0%
9 . 0 %
8 . 5 %

Cal-
endar

I F ul l
Year

QUARTERLY REVENUES ($ mill.)

Mar.31 J un. 3 0  S e p. 3 0 Dec.31

2005

2006

2007

2008

2009

2697

3336

3004

3270

3100

2276

2486

2661

2503

2600

2770

2694

2663

2600

2700

3994

3245

3110

3027

3100

11737

11761

11438

11400

11500

Cal-
endar

EARNINGS PER SHARE A

Ma r . 3 1  J un. 3 0  S e p. 3 0 Dec.31
Full
Year

2005

2006

2007

200s

2009

.49

.71

1.06

.98

.90

1.39

1.33

1.10

1.00

1.15

.71

1.29

1.24

1.05

1.20

.92

.90

.86

.92

1.20

3.52

4.23

4.26

3.95

4.45

Cal-
endar

QUARTERLY DNIDENDS PAID BI T
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2004

2005

2006

2007

2008

.25

.29

.30

.31

.35

.25

.29

.30

.31

.32

.25

.25

.29

.30

.31

.25

.29

.30

.31
.35

1.00

1.12

1.19

1.23

I 1 I
I I ml,z@9>: l l I

MnI I |

I I I I
l
1

I I
1 9 9 8 1999 2000 2001 z002

23.31
5.16
1.24
1.56

22.89

5.36

1.66

1.56

35.38

4.91

2.06

1.00

39.27

5.39

2.55

1.00

29.38

5.71

2.79

1.00

1.85
1229

2.48

12.58

3.76

12.35

5.22

13.17

5.92

13.79

237.00 237.40 201.90 204.48 204.91

21.1

1.10

6.0%

12.8

.73

7.4%

9.4

61

5.2%

9.7

.50
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5.2%

19.9%

10.8%

47.3%

49.3%

47.6%
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Book Value per sh c
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Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'I Div'd Weld

13.5
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2.5%

11400

1010
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Revenues (Small)
Net Profit ($mill)

13700

1470

40.0%

12.0%

40.0%

12.0%

Income Tax Rate

AFUDC % to Net Profit

39.0%

s.0%

38.0%

60.5%

41.0%

57.5%

Long-Term Debt Ratio

Common Equity Ratio

40.0%
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13650
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9.0%
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Return on Com Equity E

9.0%

13.5%

13.5%

2007
43.79

6.93

4.26

1.24

7.70

31.87
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14.0
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2.1%

11438

1135.0

33.5%

11.5%

34.8%
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13.5%
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20.78
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7.28

28.86

234.18 257.19 262.01

8.6

45

2.9%

11.B

.63

2.8%

11.5

.52

2.5%

9410.0

9301)

11737

898.0

11761

1118.0

17.2%

2.9% 5.3%

31 .3%

7.2%

453%

52.6%

43.1%

55.1%

37.0%

61 .4%

9255.0

11086

11178

12101

12229

13175

11.3%

18.4%

18.9%

9.2%

14.1%

14.4%

10.3%

14.5%

14.8%

2003
M 1

5.56
3.01
1.00
4.63

17.17

225.60

9.0

.51

3.7%

7BB7.0

655.0

23.2%

8.4%

48.4%

49.0%

7931.0

10474

9.8%

15.0%

16.6%

NMF

110%

.9%

94%

7.4%

5B%

11.9%

40%

13.1%

37%

11.3%

33%

14,9%

22%

101%

31%

11.0%

26%

9.7%

29%

8.0%

35%

9.0%

36%

Retained to Com Et

All Div'ds to Net Prof

9.0%

34%

power the res t  is  nuc lear and gas.  Has various nonut i li ty  subs idi -

a r i es  (54% o f  '07  ea rnings ) .  Ac q'd Ene rgy South 10108 .  Power

mosts : 42% of revenues. '07 depress. rate: 33%. Has 14,300 em-

ployees. Chairman & CEO: Donald E. Fels inger, President & COO:

Neal E. Schmaltz. Inc.: California, Address: 101 Ash St., San Diego,

CA 92101-3017. Tel.: 619-696-2034. Internet www.sempra.com,

BUSINESS: Sempra  Energy  i s  a  ho lding company  fo r  San Diego

Gas & Elec t r ic  Co. ,  which se lls  e lec t r ic i ty  and gas  mainly  in San

Diego County, 8t Soul fem California Gas Co., which distributes gas

to most of  Souther Cali fornia.  Customers: 1.4 mi llion e lectr ic ,  6.5

million gas. Electric revenue breakdown, '07: residential, 45%, com-

merc ia l,  39%' indus t r ia l,  10%' o ther ,  6%.  Purchases  mos t  o f  i ts

November 7, 2008

quarter.  Our revised est imate of $3.95 a
share is within Semprals targeted range of
$3.80-$4.00. We have raised our 2009 fore-
cast by a nickel a share, to $4.45, to reflect
the EnergySouth purchase. We are still es-
t imat ing a stock buyback next  year,  but
this is under reconsideration.
The  u t i l i t i es  have  rece i ved  ra te  i n -
creases. Rate relief for Southern Califor-
nia Gas and San Diego Gas 81 Elect ric
should amount to $209 million in 2008 and
an average of $95 million a year from 2009
through 2011.
Sem pra ' s  gas infrastructure i nvest -
ments are coming on l ine. The company
has a 25% interest in a huge gas pipeline.
The western portion is already in service,
and the eastern port ion is targeted for
completion in the second half of 2009. A li-
quefied natural gas terminal began opera-
t ions in May, and another is targeted for
completion in the first half of 2009. These
projects are enhancing the company's
earning power.
This stock is untimely, but offers de-
cent risk-adjusted total  return poten-
tial to 2011-2013.
Paul E, Debbas, CFA

Sempra Energy is glad that i t formed
a joint venture earl ier th is year wi th
Royal Bank of Scotland for its commo-
dities business. This business- large ly
energy  t rad ing  and market i ng  -  re l i es
heavily on liquidity and good credit quali-
ty. Sempra is benefiting from RBS' larger
balance sheet. Had Sempra's business re-
mained independent, it might well be feel-
ing some stress due to the turmoil  in the
credit markets. In mid-September, Sempra
stated that  i ts total exposure to troubled
companies in the financial markets is ex-
pected to be less than $20 million.
Sempra has completed the acquisition
of EnergySouth. Sempra paid $510 mil-
l i o n  i n  c a s h .  T h e  k e y  a t t r a c t i o n  w a s
EnergySouth's two large gas storage facili-
t ies,  which made a nice addi t ion to the
company's midstream gas assets. Energy-
South also has 93,000 utility customers in
Alabama. The deal wi l l  l ikely be sl ight ly
accret ive to earnings in 2009 and might
well add as much as $0.30 a share in 2012.
We have increased our 2008 and 2009
earnings est imates. We raised our 2008
est imate by $0.20 a share to ref lect  the
better-than-expected tal ly in the second

26 .0
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(A) Diluted egg. End. nor rec. gain (loss): '05, port due Nov. 10. (B) Div'ds historically paid
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5 5 %
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1 5 %

2005 2006
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. 9 2
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3 9 4 7 . 7

3 1 2 4 .2

4 0 7 1 . 5

6 .2 %
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9 .5 %

6 .7 %
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1 8 . 0 9

3 . 7 7
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7 . 5 4

1 9 . 1 4
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1 4 . 0
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5 3 .4 %

7 1 . 6 %
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4 2 7 2 . 4
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Sill.L T  I n t e r e s t  $ 1 0 2 .

C A P I T A L  S T R U C T U R E  a s  O f  U n u m
T o t a l  De b t  $ 2 2 2 0 . s m M .  D u e  In  s  Y r s  $ 2 0 7 3 . 0

mi l l .
L T  D e b t $ 2 0 4 0 1  m i l .

(L T  in te r e s t  e a r n e d :  3 .3 x )
Pe n s l o n  As s e t s - 1 2 / 0 1  $ 4 6 8  mi l l .  Ob l l g .  $ 5 7 8  mi l l .

P f d  S t o c k $ 2 1 . 4  m i l l . P f d  D w ' d s . s  m i l l .
1 2 1 , 6 1 3  s h e .  4  1 l 2 ° / » ,  a f f a b l e 1 0 8 . 5 4 , 9 7 0  s h e .
4  1 I4 % .  c a l l a b l e  1 0 1 5 0 ,  3 7 , 7 8 0  s h e .  5 % .  c a l l a b l e

1 0 2 .  A I  w m .  $ 1 0 0  p a r .

C o m m o n  S t o c k 1 0 8 , 1 5 3 , 9 7 9 s h e . a s  o f  7 1 3 1 1 0 8
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1 0 2 %

NMF

NMF

N M F
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N M F
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1 2 0 %

4 . 9 %

5 3 %

3.2 '/»
5 6 %

4 .3 %

5 5 %

5 .5 %

4 9 %

4 . 3 %

5 3 %

4 . 0 %

6 1 %

2 . 5 %

7 1 %

Re t a i n e d  t o  Ca m  Et

A l l  D i v ' d s  w n u  P M

2 .5 %

6 8 %

i n  F e b r u a r y ,  2 0 0 4 .  2 0 0 7  d e p r e c i a t i o n  r a t e :  2 . 7 % .  E s t i m a t e d  p l a n t

a g e :  1 6  y e a r s .  F u e l s :  c o a l ;  5 6 % .  n u c l e a r .  9 % .  g a s :  3 4 % . .  c h e r ,

1 % .  L a b o r  c o s t s :  1 7 % .  H a s  2 , 3 2 3  e m p l o y e e s .  C h a i r m a n :  C h W e s

Q .  C h a n d l e r  I V .  C . E . O .  &  P r e s i d e n t  W i l l i a m  B .  M o o r e .  I n c . :  K a n -

s a s .  A d d r e s s :  8 1 8  K a n s a s  A v e n u e ,  P . O .  B o x  a s s .  T o p e k a ,  K a n s a s

6 6 6 0 1 .  T e l . :  7 8 5 - 5 7 5 - 8 2 2 1 .  l n l e m e l :  w w w . w r . c o m .

B U S I N E S S :  W e s l a r  E n e r g y ,  I n c . ,  l h r m e r l y  W e s t e r  R e s o u r c e s .  i s

t h e  p a r e n t  a l  K a n s a s  P o w e r  a  L i g h t .  I t  s u p p l i e s  e l e c t r i c i t y  t o

6 7 4 , 0 0 0  c u s t o m e r s  i n  e a s t  K a n s a s .  E l e c l l i c  r e v e n u e  s o u r c e s :

r e s i d e n t i a l  a n d  M d ,  4 1 % ,  c o m m e r c i a l ,  3 7 % ,  i n d u s t r i a l ,  2 2 % ,  m i s c . :

l e s s  t h a n  1 % .  A c q u i r e d  K a n s a s  G a s  s  E l e c t r i c  C o .  3 1 8 2 .  S o l d  i n -

v e s h n e n l  i n  O N E  O K  i n  2 0 0 3  a n d  8 5 %  o w n e r s h i p  i n  P r o l e d o n  O n e

K a n s a s .  I t  h a s  b e g u n
9 7 - m i l e

$ 8 7 . 6

m i s s i o n  a n d  d i s t r i b u t i o n  l i n e s  s i n c e  r a t e s
w e r e  l a s t  c a l c u l a t e d  i n  2 0 0 4 .  W R  a l s o
n e e d s  r e c o v e r y  o f  t h e  $ 6 9  m i l l i o n  c o s t  o f
l a s t  D e c e m b e r ' s  d e s t r u c t i v e  i c e  s t o r m .
R e c o u p m e n t  o f  t h e  p l a n n e d  $ 6 6 0  m i l l i o n
e x p e n d i t u r e  o n  e m i s s i o n  c o n t r o l s  o v e r  t h e
n e x t  t h r e e  y e a r s  i s  n o t  i n c l u d e d  i n  t h e  r a t e
c a s e .  T h i s  o u t l a y  w i l l  b e  p a i d  b y  c u s t o m e r s
t h r o u g h  a  s e p a r a t e  e n v i r o n m e n t a l  c h a r g e .
A  r e g u l a t o r y  d e c i s i o n  o n  t h e  a p p l i c a t i o n  i s
d u e  n e x t  J a n u a r y .
A  o n e - t i m e  f i r s t - q u a r t e r  f e d e r a l  t a x
c r e d i t  o f  $ 0 . 4 0  a  s h a r e  s h o u l d  l i f t  2 0 0 8
e a r n i n g s  m a r g i n a l l y  W i t h o u t  t h i s  p o s i -
t i v e ,  w e  e s t i m a t e  e a r n i n g s  w o u l d  f a l l  1 8 % ,
t o  $ 1 . 5 0  a  s h a r e ,  b e c a u s e  o f  m o r e  s h a r e s
o u t s t a n d i n g .  D e s p i t e  t h e  b e n e f i t  o f  a n  o r -
d e r  o n  t h e  p e n d i n g  r a t e  c a s e ,  n e x t  y e a r ' s
e a r n i n g s  m a y  r e m a i n  b e l o w  t h o s e  o f  2 0 0 8 ,
d u e  t o  t h e  a b s e n c e  o f  t h e  t a x  c r e d i t .  T h e
s h a r e s  a r e  u n t i m e l y
T h e  s t o c k  o f f e r s  a n  e v e n  b a l a n c e  o f
p l u s e s  a n d  m i n u s e s .  T h e  a b o v e - a v e r a g e
y i e l d  m i g h t  i n t e r e s t  i n c o m e - o r i e n t e d  i n v e s -
t o r s .  B u t  t h o s e  o f  a  c o n s e r v a t i v e  b e n t
m i g h t  l o o k  e l s e w h e r e  u n t i l  a  d i s p u t e  w i t h
t w o  f o r m e r  e x e c u t i v e s  i s  r e s o l v e d .
A r t h u r  I - L  M e d a l i s t S e p t e m b e r  2 6 ,  2 0 0 8

Westar Energy plans expansion of its
transmission system to improve the
flow of power in
c o n s t r u c t i n g  a  3 4 5 - k i l o v o l t  ( k g ) ,
l i n e  t h a t  w i l l  r u n  f r o m  W i c h i t a  t o  S a l i n a .
T h e  l i n e  w i l l  b e  b u i l t  i n  t w o  p h a s e s .  T h e
f i r s t  s e c t o r  i s  s c h e d u l e d  f o r  c o m p l e t i o n  b y
t h e  e n d  o f  2 0 0 8 .  T h e  s e c o n d  s h o u l d  b e g i n
o p e r a t i o n  o n e  y e a r  l a t e r .  T h e  c o s t ,  i n c l u d -
i n g  t h e  a d d i t i o n  o f  a  s u b s t a t i o n ,  i s  e s -
t i m a t e d  a t  $ 8 0  m i l l i o n  t o  $ 1 0 0  m i l l i o n .  T h e
l i n e  w i l l  a l l o w  d e v e l o p m e n t  o f  n e w  w i n d -
d r i v e n  p l a n t s  i n  t h e  a r e a .  W e s t a r  h a s  a l s o
f o r m e d  a  j o i n t  v e n t u r e  w i t h  E l e c t r i c
T r a n s m i s s i o n  A m e r i c a  t o  c o n s t r u c t  a  7 6 5 -
k v ,  2 3 0 - m i l e  l i n e  f r o m  W i c h i t a  s o u t h  t o  t h e
O k l a h o m a  b o r d e r .  T h e  p r o j e c t  w o u l d  p r o -
v i d e  u t i l i t i e s  s t a t e w i d e  w i t h  g r e a t e r  a c c e s s
t o  w h o l e s a l e  p o w e r  m a r k e t s .  R e g u l a t o r s
a r e  e x p e c t e d  t o  d e c i d e  b y  y e a r e n d  w h e t h e r
t h e  p a r t n e r s h i p  o r  a  c o m p e t i t o r  w i l l  b e
p e r m i t t e d  t o  p r o c e e d  w i t h  t h e  v e n t u r e .
T h e  c o m p a n y  a w a i t s  a n  o r d e r  o n  a  f i l -
i n g  f o r  i n c r e a s e d  r a t e s .  I t  s e e k s  a  $ 9 0 . 0
m i l l i o n  h i k e  i n  i t s  n o r t h e r n  r e g i o n  a n d

m i l l i o n  i n  t h e  s o u t h e r n  r e g i o n .  T h e
r e q u e s t  r e l a t e s  p r i m a r i l y  t o  i t s  $ 1 . 2  b i l l i o n
i n v e s t m e n t  i n  n e w  g e n e r a t i o n  a n d  t r a n s -

3 3 . 9
1 6 . 8

Target Price Range
2011 2013

64

48
40
32

- 2 4
20
16

12

8

6

HIIIII IHIIII ~iiiii

f a i r  v a l u e ,  r a t e  a l l ' d  o n  c o m .  e q . C o m p a n y ' s  F i n a n c i a l  S t r e n g t h
e q .  | S t o c k ' s  P r i c e  S t a b i l i t y

P r i c e  G r o w t h  P e r s i s t e n c e
E a r n i n g s  P r e d i c t a b i l i t y

B++

100
( A )  E P S  b a s i c .  E x c l .  n o n  r e c u r  g a i n s  ( l o s s e s ) :
' 9 4 ,  $ 0 . 3 1 ,  ' 9 6 ,  ( $ 0 . 1 9 ) ,  ' 9 7  n e t ,  $ 7 . 9 7 ,  ' 9 8 ,
( $ 1 . 4 5 ) ,  ' 9 9 ,  ( $ 1 3 1 ) .  ' 0 0 ,  $ 1 . 0 7 ,  ' 0 1 ,  2 7 ¢ ,  ' 0 2 ,
( $ 1 2 . 0 6 ) ,  ' 0 3  r e l ,  7 7 ¢ .  Ne x t  e g g ,  r e p o t  d u e  l a t e
9  2088 ,  Va lue  L ine  Pub l ish ing .  Inc .  Al l  rug  resew ed .
T HE PUBL ISHER lS NOT  RE PONSIBL E OR ANY  ERR
al it may be reproduced, resold, slurred or lrarrsmnled in any

O c t  ( B )  D i v ' d s  h i s t o r i c a l l y  p a i d  i n  e a r l y  J a n . , b a s e  d e t e r . :
e a r l y  A p r i l ,  e a r l y  J u l y ,  a n d  e a r l y  O c t .  l  D i v ' d ( e l e c t . )  i n  ' 0 6 :  1 0 . 0 % .  E a m e d  o n  a v g .  c o m .
r e i n v e s t .  p l a n  a v a i l .  T  Sh a r e h o l d e r  i n v e s t .  p l a n i n  ` 0 7 :  9 . 8 % .  Re g u l .  C l i m . :  Av g .  ( E )  In  m i l l .
a v a i l .  ( C)  In c l .  i f  t a n g .  i n  '0 7 : $ 6 . 0 4 l 5 h . ( D )  R a t e

Factual materia l is  obtained [ram sources believed to be rel iable and is provided without warranties al any kind. 1
ORS OR OM ISSIONS HEREIN. non-commerdal, internal use. No pan
printed. electronic or other form, service or product

This publication is strictly 101 subscribers own,
or used lm generating or mal1<eling any primed or electronic publication,
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WISCONSIN ENERGYNySE-wEc 45.30RECENT
PRICE

PIE
RATIO 15_8(TM33;g3§ :ans)

RELATIVE 1

PIE RATIO . 0 4
ADIV D

YLD 2 . 6 %
v

L
UE
E

23.6
16.8

24.5
19.1

26.5
20.2

33.7
22.6

34.6
29.5

40.8
33.3

48.7
38.2

50.5
41.1

49.6
42.0

High :
Low:

29.1
23.0

34.0
27.0TIMELINESS 3 Raised 11I9I07

SAFErY 2 Lowered 7I11l97
TECHNICAL 3 Lnweteuslsolos
BETA .75 (1.00=Marke!)

H`gh
Law

Price
6 0
4 5

Ann'l Total
Return
1 0 %

3 %

2011-13 PROJECTIONS

Gain
(+30%

(nH3
In s id e r  D e c is io n s

N  D  J  F  M  A  M J  J
0  0  0  0  0  0  0  0  0
1  0  1 1  0  0  3  1  0
1 0  1 1 0  0  2  1 0

to Buy
Options
to Sell

In s t i t u t io n a l  D e c is io n s
WNW manna 2mooa

LU Buy 134 121 138
to Sell 118 117 103
Hlll's(DM 80075 81 s14 80165

ah

2012

Yes

LEGENDS
1.36 x Dividends V sh
divided bnteres Rate

. Relative 'Ce Strength
Ognons; . . .

haded area lndlcales recesswn

, lj9 <.>§~
4

I Il l I | l1¢I

Z
| |I

' ° l l lh ll ' I 111
ill 111 ,»m"

I u"'*

I
Tl

,llllllllll' | ll' I

1 yr
3 yr
5 yr

% TOT. RETURN8/08
THIS VLARIYM.

STOCK INDEX
s.o ~9.4

27.7 12.4
80.4 56.8

§ '  f  a 'm u
fl I QQ.. ~. - _

,1

.I I l . l I| I

| • •I

I \| IIPercent
shares
traded

7 5
5

2.5 I1 I
I 1. la I

I
I

I

I

I
2008 2009 © VALUE LINE PUB., INC2007

36.24

5.97

2.84

1.00

10.56

26.50

116.94

16.5

.81

2.1%

4237.8

337.7

39.1 %

23.8%

50.3%

49.2%

63024

7681.2

7.0%

10.8%

10.9%

2005
32.62

5.78

2.56

.88

6.79
22.91

116.98

14.5

.77

2.4%

3815.5

304.8

32.9%

12.5%

52.8%

48.7%

5741.5

5352.9

7.0%

11.2%

11.3%

2006
34.17

5.80

2.64

.92

8.35

24.70

116.97

16.0

,85

2.2%

3996.4

313.7

35.8%

19.0%

51.3%

48.2%

5992.8

7052.5

6.6%

10.7%

108%

1992 1993 1994 1995 1 9 9 6 1997 1 9 9 8 1999 2o00 2001 2002
15.05

3.22

1.67

1.29

15.61

3.84

1.81

L M

15.99

3.81

1.67

1.40

15.98

4.28

2.13

1.46

15.BB

4.25

1.97

1.51

15.86

2.96

.54

1.54

17,13

4.13

1.65

1.55

19.11

4.53

1.88

1.56

28.28

4.48

1.08

1.37

34.04

5.44

1.84

.80

32.20

5.68

2.32

.80

3.11

14.97

3.43

15.57

2.76

15.01

2.50

16.89

3.53

17.42

3.13

16.51

3.52

16.46

4.44

15.89

5.29

17.00

6.03
17.81

5.07

18.44

103.09 10532 10B.94 110.82 111.68 112,87 115.61 11890 118,65 115.42 116.03

15.6

.95

5.0%

15,2

.90

4.9%

15.2

1.00

5.5%

13.1

.BB

5.2%

143

.90

5.4%

47,3

2.73

6.0%

18.0

.94

5.2%

13.3

.76

5.3%

1a.7

1.22

6.8%

12.1
.62

3.5%

10.5

.57

3.3%

2003
34.24

5.71

2.25

.80

5.89

19.92

118.43

12,4

.71

2.8%

4054.3

269.2

35.5%

63%

59.9%

39.8%

5963.3

5926.1

5.3%

11.3%

11.4%

2004
29.33

5.16

1.85

.83

5.70

21.31

116.99

17.5

.92

2.6%

3431.1

221.2

37.5%

10.0%

562%

43.3%

5762.3

5903.1

5.6%

8.8%

B.8%

38.90

5.90

2.85

1.oa

41.25

6.45

3.10

1.24

Revenues per Sh

"Cash Flow" per sh

Eamings  perch A

Div'd DecI'd per sh B I t

49.50

a.5o

4.25

1.60

10.45

2a.0o

7.20

29.55

Cap'I Spending per s h

Book Value per sh c

7.25

36.00

117.00 117.00 Common Shs0uts!'g ° 117.00

Bold fig
Vale
destin

Fl€s  a re

L in e

Ot e s

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'I Div'd Yield

12.5

.as

3.0%

4550

340

4825

370

Revenues ($miII)

Net Profit ($mill)

5800

505

38.5%

15.0%

39.0%

14.0%

Income Tax Rate
AFUDC % to Net Profit

39.0%

8.0%

51.5%

48.0%

51.5%

48.0%

Long-Term Debt Ratio

Common Equity Ratio

48.5%

51.0%

6830

8545

7210

9000

Total Capital ($mill)

Net Plant ($milI)

s2s0

10225

6.5%

10.0%

10.5%

6.5%

10.5%

10.5%

Return on Total Cap'l

Return on Shr. Equity

Return on Com Equity E

7.5%

12.0%

12.0%

1980.0

189.3

2272.6

231 .5

3354.7

132.0

3928.5

218.8

3736.2

270.8

32.7%

5.7%

33.8%

5.8%

43.7%

12.3%

40.9%

6 3 %

37.4%

4.1%

47.5%

51.7%

48.8%

45.9%

58.9%

40.5%

622%

37.2%

59,8%

395%

3682.6

3238.4

4372.8

3846.6

4979.9

4152.4

5523.8

4188.0

5400.3

4398.8

6.6%

9.8%

9 9 %

5.7%

10.3%

10.9%

4.7%

6.4%

6.5%

5.8%

10.5%

105%

7.1%

12.5%

12.6%

CAPITAL STRUCTURE as of 6/30/08
Tota l Debt $4457.0 mill. Due in 5 Yrs $18701 min.
LT Debt $3126.5 mm. LT Interest $187.6 mill.

Ind. $154.1 mill. capitalized leases.
(LT interest earned: 3.4x)
Leases , Uncapitalized Annual rentals $37.0 mill.

Pension Assets-12/07 $1.01 bill. Obllg. $1.16 bill.
Pfd Stock $30.4 mi ll. Pfd Div 'd $1.2 mi ll.
260,000 she. 3.60%, $100 par, callable at $101;

44,498 she. 6%, $100 par.
C o mmo n Stock 116,919,941 she.

MARKET CAP: $5.3 bi llion (Large Cap)

2007
+2.2

NA
5.02
NA
NA
NA
+.2

ELECTRIC OPERATING STATISTICS
2005 2006
+3.8 -4.0

16578 NA
5.15 5.80

NA NA
6344 8375

NA NA
+1 .0 +.9

Annua\LoadFa<1ur( y

% Change Retail Sales (KWH)
Avg. Indus Use [MWHIwH
Avg. Induct Revs. pa (¢)
Capacity al Peak (MWm
Peak Load Summer )

% Change Cuslumers end)

250 258277Fixed Charge Cuv. (%]

Pas!
5Yrs.

1.5%
2.5%
9.0%

-1 .0%
7.0%

Est'd '05-'07
to '11-'13

6.5%
6.5%
8.0%
9.5%
6.5%

ANNUAL RATES
of derange (per sh)
Revenues
"Cash F\ow"
Eamings
Dividends
Book Value

Pas!
10 Yrs.

8.0%
4.5%
5.5%

-4.5%
4.0%

Ca l-
e nda r

QUARTERLY REVENUES (S mill.)

Mar.31 J un. 3 0  S e p. 3 0 Dec.31
Full
Year

2005

2006
2001

zoos

2009

11350
10952
114B]

12221

1275

7973
83&8

8815

950

1025

1094]

12470

13011

14a18

1525

7885
814A

9065

9461

1000

3815.5
3996.4
4237.8
4550
4825

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2005

2006

2007

2008

2009

.CB

.50

.49

.49

.a s

.77

.65

.80

_79

.85

.56

.60

.70

.53

.65

.76

.88

.85

1.04

1.05

2.56

2.64

2.84

2.85

3.10

Cal-
endar

QUARTERLY DNIDENDS PAID B l T

Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2004

2005

2006

2007

2008

.21

.22

.23

.25

.21

.22

.23

.25

.27

.20

.22

.23

.25

.27

.21

.22

.23

.25

.27

.83

.88

.92

1.00

.6%

94%

1.9%

84%

NMF

NMF

6.0%

43%

8.3%

35%

7,4%

35%

4.9%

45%

7.5%

34%

7.1%

35%

7.1%

35%

6.5%

38%

6.5%

39%

Retained10 Com Eq

All Div'ds Io Net Prof

7.5%

37%

industria l,  32%' large comm'! 8= inf i ll,  25%, other, 9%. Generating

sources, '07: coal,  54%, nuder, 17%, gas, B%, hydro, 1%, porch.,

22%. Fuel costs: 48% of revs. '07 reported dept. rate (uti li ty): 3.7%.

Has 5,000 employ .  Chai rman, Pres .  & CEO: Gale E.  Klappa. Inc . :

W t. Address: 231 W. Michigan St.,  P,O. BOX 2949, Mi lwaukee, W i

53201. Tel.: 414-221-2345. Internet: \wnn.wisconsinenergy.com.

BUSINESS: W iscons in Energy  Corpora t ion (W EC) i s  a  ho lding

company  fo r  W e Energies ,  which prov ides  e lec t r i c ,  gas  & s team
serv ice  in W I  & upper Ml.  Cus tomers :  1 .1  mi ll.  Alec . ,  1  mi ll.  gas .

Acqld Edison Sault Electric 5l9B; WICOR 4/00, Discontinued pump-

manufac tur ing ops .  in '04 .  So ld Po int  Beach nuc lear plant  in '07 .

Electric rev. breakdown, 'DO: residential, 34%, small commercial &

costs when prices are rising. Even though
We Energies received a $118.9 million rate
hike this year to recover higher fuel costs,
the company wil l  probably swallow at
least $20 mil l ion (pretax) of these ex-
penses in 2008. The current surge in the
cost of coal will likely hurt pretax profits
by $15 million in 2009. Thatls reflected in
our revised earnings estimate that was
mentioned above.
The company i s act ive in the regula-
tory arena. Besides the aforementioned
fuel-recovery rate increase, Wisconsin
Electric is seeking a tariff hike of $22.0
million (14.7%) in Michigan. An order is
expected by yearend. The utility plans to
file rate cases in Wisconsin and Michigan
in 2009. Another fuel filing is possible next
year if the company doesn't recover all of
its fuel expenses again.
We continue to believe that this stock
is expensively priced. Its yield is one of
the lowest of any utility equity. Despite
our projection of good earnings and divi-
dend growth over the 3- to 5-year period,
the stock's total return potential over that
time is only average for a utility.
Paul E. Debbas, CFA September 26, 2008

Wisconsin Energy has resolved all en-
vironmental challenges to the two
coal-fired units it is building under its
"Power the Future" program. Under
Power the Future, a nonregulated subsidi-
ary, We Power, is constructing two gas-
fired units and two coal-fired units and
leasing them to We Energies, Wisconsin
Energy's utility subsidiary. The leasing
agreements are designed to produce an at-
tractive 12.7% return on equity. This en-
hances Wisconsin Energy's earning power.
The gas-fired facilities went into service in
2005 and 2008. The coal-fired facilities
raised a lot of opposition, and the company
faced some litigation. It has settled all
such matters. The coal plants are expected
to come on line in December of 2009 and
August of 2010. The first facility was sup-
posed to begin commercial operation next
September, and the three-month delay will
hurt Wisconsin Energy's earnings next
year by an estimated $0.09 a share. We
have lowered our 2009 share-earnings
forecast from $3.25 to $3.10.
The company i s  fac ing h igher fuel
costs. Unlike in many states, utilities in
Wisconsin have some exposure to fuel

31.6
19.1

Target Price Range
2011 2013

128

96
80
64

48
40
32

24

16
_12

lllllllllll
"1-13

Company's Financial Strength
Stock's Price Stablllty
Price Growth Persistence
Earnings Predictability

B++

100
(A) Diluted EPS. Excl. nor rec. gains (losses):
'99, (9¢), '00, 19¢ net, '01, 1¢ net, '02, (8B¢),
'03, 20¢) net, '04, (81¢), gains on disc. ops.:
'04, 1.54, '05, 4¢, '06, 4¢. '05 & '06 earnings
4 200B, Value Ume Publishing, Inc. All rights reserve
THE PUBLISHER l$ NOT RE PONSIBLE FOR ANV E
of it may be repmduned, resold, stored Ur transmMed in a

RRORS OR OMISSIONS HEREIN.
ny priMer, electronic of other form,

don't add due to rounding. Next earnings report i f tang. In '07: $1200lsh. (D) In mill. (E) Rate
due late Oct. (B) Div'ds historically paid in early base: Net orig. cost. Rate allowed on com. eq,
Mar., June, Sept., Dec. I Div 'd reinvest. plan in 'OB: 10.75°/0, earned on avg. com. eq., '07:
avail. t Shareholder invest. plan avail. (C) Incl. 11.1%. Regulel. Climate: Above Avg.

d. Factual material is obtained ham sources believed to be reliable Ami is provided without warranties al any kind,
This publication is strictly for subs4:riber's own,

or used for generating nr marketing any printed or electronic publication,

HI

non-commercial, inlemal use. No part I
service or product.
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XCEL ENERGY NYSE-XEL
RECENT
PRICE 17.32

12.3
m )in 12.1 (8:::s::§ RELATIVE

PIE RATIO 1.09 5.6%
DND
YLD

VALUE
LINE

30.0
15.1

X

31.8
24.2

I'I Euer

28.5
5.1

17.4
10.4

18.8
15.5

20.2
16.5

23.6
17.8

25.0
19.6

22.9
15.3

High:
Low:

29.4
22.3

30.8
25.7nmEun£ss 3 Luwaed 3fll6l07
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Price
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19

Ann'l Total
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0 0 0 0 0 0 0 0 0
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a  ndua lr ld. Gencl ihng
sauces nd available Fuel costs: 57% d revs. '07 rapone4 deplec.

me 3.2% Hes 10900 en1plc»yees Chairman_ Presndem & CEO'

Ta 612-330-5500 Internet wvvvvxcclenelgy com

BUSINESS:  Xce l  Energy Inc.  i s  Me  pa lm d ncnhem Snlcs l l i¢. 18 mil. gas. Eleclnie hlukdcvvn, '07: . .

Power, vll\id\ supples power lo Minnesnln. Wisconsin. Nclll\ WE 29%' ccmmeldal . 52%. ahem. 19%. .

u. South Dakota, lidUgin. 8 gas no Mimsnh, Wnsccnsin. Nolie .
nmnu, a Michigan, Pubic Service d Colorado. which supples : . . . _

now & gas to Colorado, & Saulhvvelem Pubic Service, Mich Raina c. Kely. Inc.: MN. Address: 414 Nicole! Mall. Mimeapcis,

suppliespcwefloharas&newMe::icc. Custcmelss as ni l.  dec- MN 55401. .: . . . . .

s a l e s  h a v e  t r e n d e d
ex ra t i o n

s o ) ,

" w e  n o w  e x p e c t  t o  b e  a t
end  o f  the

look

co mmo n -e q u i ty  r a t i o .  Va r i o u s  i n te r ve n e rs
a re  re co mme n d e n l o w e r  i n c r e a s e s  a n d
l o w e r  a l l o w e d  R O b s .  An  o rd e r  i s  e x Ted
i n  e a r l y  2 0 0 9 .  I n  N o r t h  D a k o t a , S P  i s
se e k i n g  a n  e l e c t r i c  r a te  i n c re a se  o f  $ 1 7 .9
mi l l i on  ( l 2 .2% ) ,  based  on  a  10 .75%  re tu rn
o n  a  co mmo n -e q u l tg  r a t i o  o f  5 l .7 7 % .  N e w
tar i f fs  are expected t o  t a k e  e f f e c t  i n  t h e
f i rs t  quar te r  o f  2009 .  The  company i s  p lan-
n i gs  to  f i l e  e l ec t r i c  ra te  cases  i n  Co l o rado
a n  M i n n e s o t a .  b u t  h a s n ' t  d e t e r m i n e d  t h e
t iming  o f  the  app l i ca t ions.
F i n a n c e s  a r e  i n  g o o d  s h a p e .  T h e  t i m i n g
o f  th e  a fo re me n t i o n e d  e q u i ty  o f fe r i n g  w a s
p r o p i t i o u s .  s i n c e  i t  o c c u r r e d  b e f o r e  t h e
s t o c k  m a r k e t ' s  s t e e p  d o w n t u r n .  N o  a d d l -
t iona l  equ i ty ,  except for  some $40 mi l l ion  a
y e a r  f r o m  th e  d i v i d e n d  r e i n v e s tme n t  p r o -
g a m ,  w i l l  b e  n e e d e d  a n y t i m e  s o o n .  A s  o f

O c tobe r  21s t ,  Xce l  had  $1 .9  b i l l i on  o f  l i -
u i d i ty .  wh i ch  i s  amp le .
e e l  s t o c k

h i s  e v e n  f o r  a  u t i l i t y .
f a l l e n  a s s

o f f e r s  a n  a t t r a c t i v e  y i e l d ,
T he  s tock

t h a n  m o s t  u t i l i t y  i s s u e s
marke t ' s  dec l i ne ,  howeve r .  so

po ten t i a l  to  2011 -2013  i s  be -

November  Z  2008

w h i ch  i s
h a s
d u r i n g  t h e
t o t a l  r e t u r n
low average.
Pau] E. Debbas, CFA

W e  h a v e  t r i m m e d  o u r  z o o s  a n d  2 0 0 9
e a r n i n g s  e s t i m a t e s  f o r  X c e l  £ " ° t § v  b y
a  n i c k e l  a  s h a r e  e a c h  y e a r .  E e c t r i c

b e l o w  th e  co mp a n y ' s
a t  N o r t h e r  S t a t e s ewer

X c e l ' s  u t i l i t y  i n  M i n n e s o ta .  S i n c e
th i s  i s  a  r e f l e c t i o n  o f  th e  e co n o mi c  w e a k -
n e s s  i n  t h e  s e r v i c e  a r e a .  t h i s  t r e n d  I s n ' t
l i k e l y  t o  i m p r o v e  i n  t h e  n e a r  t e r m .  M o r e -
o v e r .  a v e r a g e  s h a r e s  o u ts ta n d i n g  w i l l  b e
h igher  than  we  had  expected  as  a  resu l t  o f
the  sa le  o f  17 .25  mi l l i on  common shares in
S e p t e m b e r .  A n d  b o r r o w i n g  c o s t s  m i g l l l n
w e l l  b e  h i g h e r  i n  th e  n e x t  se ve ra l  Mo n t  s .
U p o n  a n n o u n c i n g  th i r d - q u a r te r  e a r n i n g s .
X c e l  n a r r o w e d  i t s  2 0 0 8  s h a r e - n e t  t a r g e t
f r o m $1.45-$1.55 to $1.45-$1.50 and
sta ted , th e  l o w -

. range."
X c e l  c o n t i n u e s  t o  b e  a c t i v e  i n  t h e  r e g -
u l a to r y  a r e n a .  T h a t ' s  w h y  w e  c o n t i n u e  to

f o r  e a r n i n g s  t o  a d v a n c e  i n  2 0 0 9 .  i n
New Mex i co ,  Sou thwes te rn  Pub l i c  Se rv i ce
(SPS) received a rate increase of $10.8 mi l -
l l o n  ( 4 . l % )  b a s e d  o n  a  1 0 . 8 %  r e t u r n  o n

SPS i s  seek ing  an  e l ec -
t a r i f f  h i k e  o f  $ 9 4 . 4  m i l l i o n  ( 9 . 1 % )

l l . 2 5 %  r e t u r n  o n  a  5 1 . 0 %

equ i ty .  In  T exas ,
Eric
b a s e d  o n  a n

27.9
19.3

Target Price Range
2011 2013

4159" -
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32

24
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12
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Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

B4-4»
100(A) Diluted EPS. Excl. nor rec. lass: '02, $6.27,

gains (losses) on discord. ops.: '03, 27¢, '04,
(30¢), '05, 3¢, '06, 1¢ '06 & '07 EPS don't add
due to rounding Next earnings report due late

e 2008, Value Line Publishing, Inc. All rights resewed.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERR
al it may be repfuduced, resold. stored or transmitted in any

Jan. (B) Div'ds historically paid in mid-Jan.,
Div'd reinvest. plan avail.

(C) Incl. inland. In '07: $3.93/sh. (D) In mill.,
adj. for split. (E) Rate base: Varies. Rate aII'd

Factual material is obtained from sources believed to be
ORS OR OMISSIONS HEREIN. This publication is strictly
printed, electronic or other form, or used lot generating or mar

on com et.: MN '93, 11.47%, Wl '08, 10.75%,
CO '03 (Alec.), 1D.75%, CO '07 (gas) 10.25%,
TX 'BE, 1505%, earned on avg. com. eq., '07:
95%. Regulatory Climate: Average.
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SnaffndafALLETE INC (nvsEl

(4.44%) 13:o4 ETv -0.50 Vol. 228,69734.31ALE

Zacks.com

ALLETE is a multi-services company. ALLETE's holdings include the one of the largest wholesale automobile
auction networks in North America; a provider of independent auto dealer inventory financing, one of the largest
investor-owned water utilities in Florida and North Carolina, significant real estate holdings in Florida and a low-cost
electric utility that serves some of the largest industrial customers in the United States. (Company Press Release)

Genera! information
ALLETE INC
30 West Superior Street
Duluth, MN 55802-2093
Phone: 218-279-5000
Fax: 218-723-3944
Web: www.aIIete.com
Email: tthorp@allete.oom

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank

Yesterday's Close

s2 week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
02/06/2009

UTIL-ELEC PWR
Utilities

18i
34.81
49.00
31 .63

397,604.59
48.33

0.77

PrnveaRatings,8esean:l': Re~:au1rxm.¢wndatf9ns
Zacks.com Quotes and Research

*

srrvesmmzv n£~s.eA¢zcu
ZAC K

1

4

1
c ERLEJ $0-Das Closing Prices ss.o

se.s
s6.0
ss.s

s7.0
s7.s

::4.s
s4.a
33.5

ss.o

Page l of 2

10-20-08 11-1s-08.

% Price Change

4 Week

12 Week

YTD

~6.02

-17.41

-12.05

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

4.47
22.23
44.44

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

ShortRatio

LastSplit Date

Dividend Information

30.98 Dividend Yield

Annual Dividend

1,078.28 Payout Ratio

8.07 Change in Payout Ratio

09/21 /2004 Last Dividend Payout / Amount

4.94%

$1.72

0.61

0.04

11/12/2008 / $0.43

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Tem1 EPS Growth Rate

Next EPS Report Date

0.86

2.84

5.00

02/06/2009

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

1.50

1.60

1.60

1.50

Fundamental Ratios

P/E

Current FY Estimate:

Training 12 Months:

PEG Ratio

EPS Growth

12.26 vs. Previous Year

12.39 vs. Previous Quarter

2.45

Sales Growth

46.55% vs. Previous Year

129.73% vs. Previous Quarter:

0.45%

6.27%

ROE ROAPrice Ratios

Price/Book 1 .35 09/30/08 10.64 09/30/08 4.64

http:// ,zacks.com/research/print.php'?type=repo1t&t=ALE

s

11/19/2008



Zacks.com Page 2 off

7.88 06/30/08

1 .32 03/31/08

9.81 06/30/08

11.58 03/31/08

4.30

5.12

Quick Ratio Operating Margin

PricelCash Flow

Price / Safes

Current Ratio

09/30/08

06/30/08

03/31/08

1.62 09/30/08

1.68 06/30/08

1 .89 03/31/08

t .18 09/30/08

1 .31 06/30/08

1.32 03/31/08

9.94

8.94

9.99

Net Margin Pre-Tax Margin Book Value

09/30/08

06/30/08

03/31/08

15.15 09/30/08

14.13 06/30/08

15.55 03/31/08

15.15 09/30/0B

14.13 06/30/08

15.55 03/31/08

25.82

24.62

24.37

Inventory Turnover Debt-to-Equity Debt to Captial

09/30/08

06/30/08

03/31/08

6.16 09/30/08

6.72 06/30/08

7.32 03/31/08

0.67 09/30/08

071 06/30/08

0.63 03/31/08

40.61

41 .91

38.96

http://www.zacks.com/research/print.php?type=report&t=ALE 11/19/2008



Zacks.com

LET 30.88 v-0.43 (-1.38%) Vol. 558,763
Alliant Energy Corp.is a growing energy-services provider with operations both domestically and internationally.
Alliant Energy provides elewic,natural gas, water and steam services to customers worldwide.AlliantEnergy
Resources, Inc.,the home of the company's non-regulated businesses. has operations and investments throughout
the United Statesas well as in Australia,Brazil,China,Mexico and New Zealand.(Company Press Release)

Genera! information
ALLIANT ENGY CP
4902 n. Biltmore Lane
Madison, WI 53718
Phone: 608-458-3311
Fax; 608-259-7269
Web: www.aIIiantenergy.com
Email:customercare@aIIiantenergy.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

ALLIANT ENERGY CORTI8'-(nvsE)

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
02/04/2009

UTIL-ELEC PWR
Utilities

31 11

43.41

22.80

0.70

1 ,020,818.38

38

mvesvraeur Q83 enszca
prsveaRatings Heseafl:8& Reoaanmendafiaas

Zacks.comQuotes andResearch

ZAC KS

< [LNT] 30~De~4 C Los in Pr ices ~s4.o

38.0

32.0

sx.s

30.0

29.0

2800

Page 1 of 2

13:49 ET

1 x~ 18-as

% Price Change Relative to S&P 500% Price Change

4 Week

12 Week

YTD

3.67

-10.55

-23.54

15.24

32.38

20.54

110.45

4 Week
12Week
YTD

Dividend Information
Dividend Yield
Annual Dividend
Payout Ratio
Change in Payout Ratio
Last Dividend Payout I Amount

4.50%
$1 .40
0.53
0.01

10/29/2008 / $0.35

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

3,436.10

0.67

N/A

EP$ information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Groff Rate

Next EPS Report Date

0.59

2.63

6.10

02/04/2009

Consensus Recommenriations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.25

2.00

2.00

2.00

EPS Growth

11.85 vs. Previous Year

11.83 vs. Previous Quarter

1.94

Sales Growth

-5.71% vs. Previous Year

110.64% vs. Previous Quarter:

8.05%
18.48%

ROE ROA

FundamentalRatios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios

Price/Book t ,22 09/30/08 10.57 09/30/08 3.98

http://www.zacks.com/research/print.php'?type=report&t=LNT

:gt 'Q 1: \ i

4444.4

11/19/2008



Zacks.com Page 2 of 2

Price/Cash Flow

Price / Sales

4.13

4.13

Current Ratio

09/30/08

06/30/08

03/31/08

7.88

8.24

8,24

Net Margin

G9/30/08

06/30/08

03/31/08

25.47

24.85

24.62

Inventory Turnover

09/30/08

06/30/08

03/31/08

5.98 06/30/08

0.94 03/31/08

Quick Ratio

1.07 09/30/08

1.28 05/30/08

1.55 03/31/08

Pre-Tax Margin

18.16 09/30/08

18.66 06/30/08

19.47 03/31/08

Debt-to-Equity

14.86 09/30/08

14.39 05/30/08

13.77 03/31/08

11.13 06/30/08

11.14 03/31/08

Operating Margin

0.84 09/30/08

1.12 06/30/08

1.39 03/31/08

Book Value

18.16 09/30/08

18.66 06/30/08

19.47 03/31/08

Debt to Captial

0.45 09/30/08

0.51 06/30/08

0.52 03/31/08

34.79

31.98

32.20

http://www.zacks.com/research/print.php'?type=report&t=LNT 11/19/2008



Zacks.com

AEE 32.99 v-0.55 (-1.84%) Vol. 688,962

Ameren Corporation companies provide energy services customers in Missouri and Illinois. AmerenUE, one of its
subsidiaries, is the one d the largest electric utilities in Missouri and distributors of natural gas. AmerenCIPS,
another subsidiary, is both an electric and natural gas utility and serves one of the largest geographic areas of
Illinois-based utility companies. (Company Press Release)

General information
AMEREN CORP
1901 Chouteau Avenue
St. Louis, MO 63103
Phone: 314-621-3222
Fax: 314-621 -2888
Web: www.ameren.com
Email:invest@amerer\.oom

Fiscal Year End
Last Reported Quarter
Next EPS Date

Industry
Sector:

AMEREN CORP (NYSE)

Price and Volume Information

Zacks Rank

Yesterday's Close

SO Week High

52WeekLow

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
02/05/2009

UTIL-ELEC PWR
Utilities

33,54

54.74

25.51

0,88

1,543,388,75

37.83
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11-20-08

% Price Change

4 Week

12 Week

YTD

6.37

-20.52

_38.13

% Price Change Relative to S&P 500

4Week

12Week

YTD

18.25

17.63

4.43

Share information

Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend Information

Dividend Yield

Annual Dividend

7,050.38 Payout Ratio

1.52 Change in Payout Ratio

N/A Last Dividend Payout / Amount

210.21 7.57%
$2.54
0.82

-0.03
09/08/2008 / $0.63

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

0.37

2.89

5.00

02/05/2009

Consensus Recommendations

Current (1=Strong Buy, 5=Stror\g Sell)

30 Days Ago

60 Days Ago

90 Days Ago

3.00

3.00

3.00

3.00

Fundamental Ratios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

EPS Growth

11.60 vs. Previous Year

10.85 vs. Previous Quarter

2.32

Sales Growth

-13.97% vs. Previous Year

74.63% vs. Previous Quarter;

3.15%

15,21°/Q

ROE ROAPrice Ratios

Price/Book 1 .00 09/30/08 9.64 09/30/0B 3.12

http://www.zacks.com/research/print.php'?type=repo11&t=AEE
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10.27 06/30/08

10.36 03/31/08

3.33

3.38

Operating Margin

0.55 09/30/08

0.67 06/30/08

0.50 03/31/08

8.53
9.06
9.15

Book Value

13.82 09/30/08

14.65 06/30/08

13.38 03/31/08

33.51

32.54

32.36

Debt to Captial

Price/Cash Flow

Price/ Sales

Current Ratio

09/30/08

06/30/08

03/31/08

Net Margin

09/30/08

06/30/08

03/31/08

InventoryTurnover

09/30/08

06/30/08

03/31/08

4,76 06/30/08

0.91 03/31/08

Quick Ratio

0.87 09/30/08

0.90 06/30/08

0.66 03/31/08

Pre-Tax Margin

13.82 09/30/08

14.65 06/30/08

13.38 03/31/08

Debt-to-Equity

4.70 09/30/08

4.92 06/30/08

5.18 03/31/08

0.87 09/30/08

0.90 06/30/08

0.75 03/31/08

47.46

48.35

43.97

http://www.zacks.com/research/print.php?type=report&t=AEE 11/19/2008
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EXC 49.62 v-1.50 (-2.93%) Vot. 1,787,884

Exelon Corporation is a utility holding company. Its subsidiaries are engaged principally in the production, purchase,
transmission, distribution and sale of electricity to residential, commercial, industrial and wholesale customers and
the distribution and sale of natural gas to residential, commercial and industrial customers. Exelon is a bold, creative,
accountable and committed company, with employees dedicated in their efforts to set the standards for the utility
services industry.

G e n e r a l  i n f o r m a t i o n
E X E L O N  C O R P
10 South Dearborn St reet
37th F loor P.O.  Box 805379
Chicago,  IL 60680-5379
Phone:  312 394-7398
Fax: 312-394-7945
Web: www.extendicare.com
Emai l : cbarnes@extendicare.com

Indust ry
Sector:

F iscal Year End
Last  Reported Quarter
Next  EPS Date

E X E L O N  C O R P (nosE)

P r i c e  a n d  V o l u m e  i n f o r m a t i o n

Zacks  Rank

Yesterday 's  C lose

52 Week  H igh

52 Week  Low

Beta

20 Day Mov ing Average

Target  Pr ice Consensus

D e c e m b e r
0 9 / 3 0 / 0 8
01 /21 /2009

U T I L - E L E C  P W R
Ut i l i t ies

5 1 . 1 2

9 2 . 1 3

4 1 . 2 3

0 , 8 1

5 , 5 7 5 , 9 8 1 . 0 0

8 1 . 4 6

0
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10-20-08 11-18-08

% Pr ice Change

4 Week

12 Week

Y T D

- 4 . 2 2

- 3 2 . 8 0

- 3 7 . 3 8

% Price Change Relative to  S&P 500

4 W e e k

12 Week

Y T D

6 . 4 8

- 0 . 5 4

4 . 1 5

Share Information
Shares  Outs tanding
(mil l ions)
Market  Capital izat ion
(mil l ions)

Short  Rat io

Last  Split  Date

Dividend Information

6 5 7 . 3 3  D i v i d e n d  Y i e l d

Annual D iv idend

Payout  Rat io

0 . 63  C hange  in  Pay ou t  R a t i o

05 / 06 / 2004  Las t  D iv idend  Pay ou t  /  Am ount

3 3 , 6 0 2 . 8 1

4 . 1 1 %

$ 2 . 1 0

0 . 4 8

0 . 0 0

1 1 / 1 2 / 2 0 0 8  /  $ 0 . 5 2

E P S  i n f o r m a t i o n

Current  Quarter EPS Consensus Est imate

Current  Year EPS Consensus Est imate

Est imated Long-Term EPS Growth Rate

Next  EPS Report  Date

1 . 0 5

4 . 1 9

1 0 . 0 0

0 1 / 2 1 / 2 0 0 9

C o n s e n s u s  R e c o m m e n d a t i o n s

Current  (1=Strong Buy,  5=Stror\g Sell)

30 Days  Ago

60 Days  Ago

90 Days  Ago

1 . 7 0

1 . 6 4

1 . 8 2

2 . 0 0

F u n d a m e n t a l  R a t i o s

P/ E

Current  FY Est imate:

Trai l ing 12 Months:

PEG Rat io

E P S  G r o w t h

12 . 20  v s .  P rev ious  Year

12 . 32  v s .  P rev ious  Quar t e r

1 . 2 2

Sales G r o w t h

~11 .57°/o vs. Previous Year
-5 .31 % vs .  Prev ious  Quar ter :

3 . 9 0 %

1 3 . 1 1 %

http://www.zacks.com/research/print.php?type=repo1't&t=EXC 11/19/2008
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ROA

26.56 09/30/08

28.48 06/30/08

27, 16 03/31/08

5.99

6.23

6.18

Operating Margin

0.82 09/30/08

0.73 05/30/08

0.73 03/31/08

14.55

15.32

15.17

Book Value

20.90 09/30/08

22. 15 06/30/08

21 .48 03/31/08

17.63

15.07

14.77

Debt to Captial

Price Ratios

Price/Book

PricelCash Flow

Price lSales

CurrentRatio

09/30/08

06/30/08

03/31/08

Net Margin

09/30/08

06/30/08

03/31/08

Inventory Turnover

09/30/08

06/30/08

03/31/08

ROE

2.90 09/30/08

6.62 06/30/08

1.78 03/31/08

QuickRatio

1.02 09/30/08

0.84 06/30/08

0.85 03/31/08

Pre-Tax Margin

20.90 09/30/08

22.15 06/30/08

21.48 03/31/08

Debt-to-Equity

9.39 09/30/08

9.87 06/30/08

10.42 03/31/08

1.06 09/30/08

1 .28 06/30/08

1.30 03/31/08

51 .63

56.11

56.72

http://www.zacks,com/research/print.php'?type=repo1*c&t=EXC 11/19/2008



ScaffradfFIRSTENERGY CORP (NYSE)
13227 ETVol. 1,045,634v-0.34FE 53.66 (-0.63%)

Zacks.com

FirstEnergy Corp. is a diversi6ed energy services holding company as the result of the merger of Ohio Edison
Company and Centerior Energy Corporation. FirstEnergy companies provide electricity and natural gas services and
a wide array of energy-related products and services. FirstEnergy's four electric utility companies, Ohio Edison and
its Pennsylvania Power subsidiary, The Illuminating Company and Toledo Edison, serve customers in northern and
central Ohio and western Pennsylvania. (Company Press Release)

General information
FIRSTENERGY CP
76 South Main Street
Akron, OH 44308
Phone: 800-736-3402
Fax; 330-384-3772
Web: j rs tenemywrpwm
Email: turoskyk@tirstenergycorp.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09i30/08
02/23/2009

UTIL-ELEC PWR
Utilities

54.00

84.00

41 .20

0,77

2,601 ,786.00

74.2

6
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11-20-08

% Price Change

4 Week

12 Week

YTD

1.31

-26.43

-25.35

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

12.63

8.88

22.61

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend Information

304.83 Dividend Yield

Annual Dividend

16,461 .09 Payout Ratio

0.92 Change in Payout Ratio

N/A Last Dividend Payout / Amount

4.07%

$2.20

0.52

-0.01

11/05/2008 I $0.55

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long~Term EPS Growth Rate

Next EPS Report Date

1 .05

4.34

11 .00

02/23/2009

Consensus Recommendat ions

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

1.80

1.80

1.80

1.80

EPS Growth

Fundamental Ratios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

12.45 vs. Previous Year

12.77 vs. Previous Quarter

1.13

Sales Growth

18.66% vs. Previous Year

87,06% vs. Previous Quarter:

8.44%

22.00%

Price Ratios ROE ROA

http://www.zacks.com/research/print.php?type=report&t=FE 11/19/2008
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3.95

3.78

4.08

9.64

9.30

9.99

30.51

30.25

29.50

Price/Book

Price/Cash Flow

Price / Sales

Current Ratio

09/30/08

06/30/08

03/31/08

Net Margin

09/30/08

06/30/08

03/31/08

inventory Turnover

09/30/08

06130/08

03/31/08

1.77 09/30/08

5.38 06/30/08

1.22 03/31/08

Quick Ratio

0.40 09/30/08

0.40 06/30/08

0.38 03/31/08

Pre-Tax Margin

15,21 09/30/08

15.39 06/30/08

16.55 03/31/08

Debt-to-Equity

9.89 09/30/08

9.78 06/30/08

9.42 03/31/08

14.24 09/30/08

13.64 06/30/08

14.78 03/31/08

Operating Margin

0.31 09/30/08

0.32 06/30/08

0.29 03/31/08

Book Value

15.21 09/30/08

15.39 06/30/08

16.55 03/31/08

Debt to Captial

0.93 09/30/08

0.93 06/30/08

1.07 03/3t/08

48.26

48.27

51 .69

http1//www.zacks.com/research/print.php?type=report&t=FE 11/19/2008
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HE 26.56 * 0.01 _ (0.04%) _ Vol. 420,849

Hawaiian Electric Industries, Inc. is a hading company with subsidiaries engaged in the electric utility, savings bank,
freight transportation, real estate development and other businesses, primarily in the State of Hawaii, and in the
pursuit of independent power projects in Asia and the Pacific.

General informat ion
HAW AIIAN ELEC
900 Richards Street
Honolulu, Hl 96813
Phone: 808543-5662
Fax: 808543-7966
Web: wvvw.hei.com
Email: shdlinger@hei.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

HAWAI IAN E LE C  INDUS T R IE S  ( NY S E )

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
02/12/2009

UTIL-ELEC PWR
Utilities

8 8
26.55
29.75
20.95
0.35

628,973.13
25

Proven Ratings, 8eseafl:h& Rewvanmendaffoas
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u8-2a-as 11-18-08

% Price Change

4 Week

12 Week

YTD

5.95

2.19

16.60

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

17.78

51.25

97.01

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend information

84.72 Dividend Yield

Annual Dividend

2,249.45 Payout Ratio

7.74 Change in Payout Ratio

06/14/2004 Last Dividend Payout I Amount

4.67%

$1 .24

0.68

-0.18

11/13/2008 / 80,31

EPS informat ion

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

0,41

1 ,70

4.20

02/12/2009

Consensus  Recommendat ions

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

3.00

3.75

3.25

2.75

EPS Growth

Fundamental Ratios

PIE

Current FY Estimate:

Trailing 12 Months;

PEG Ratio

15.62 vs. Previous Year

14.59 vs. Previous Quarter

3.75

Sales Growth

29.41 °/> vs. Previous Year
-8.33% vs. Previous Quarter:

35.93%

18.26%

ROE ROAPrice Ratios

Price/Book 1.70 09/30/08 11 .74 09/30/08 2.00

http:// .zacks.com/research/print.php?type=report&t=HE 11/19/2008
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Price/Cash Flow

Price I Sales

1.83

1.50

Current Ratio

09/30/08

06/30/08

03/31/08

11,46 06/30/08

9.99 03/31/08

Operating Margin

0.49 09/30/08

0.44 06/30/08

0.23 03/31/08

4.88

4.97

4.44

Net Margin Book Value

09/30/08

06/30/08

03/31/08

3.86 09/30/08

3.22 06/30/08

4.21 03/31/08

15.59

15.42

15.60

Inventory Turnover Debt to Captial

09/30/08

06/30/08

03/31/08

25.74 06/30/08

0.72 03/31/08

Quick Ratio

0.49 09/30/08

0,44 06/30/08

0.23 03131/08

Pre-Tax Margin

3.86 09/30/08

3.22 06/30/08

4.21 03/31/08

Debt-to-Equity

_ 09/30/08

- 05/30/08

- 03/31/08

0.92 09/30/08

0.93 06/30/08

0.92 03/31/08

48.53

48.90

48.67

http://www.zacks.com/research/pnlnt.php?type=report&t=HE 11/19/2008
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18.06 v-0.65 .......... (-3.47%) Vol. 872,456

MDU RESOURCES GROUP, INC. is a diversified natural resource company.Montana-Dakota Utilities Co., the
public utility division of the Company, provides electric and/or natural gas and propane distribution service at retail to
256 communities in North Dakota, easter Montana, northern and western South Dakota and northern Wyoming,
and owns and operates electric power generation and transmission facilities.

General information
MDU RESOURCES
1200West Century Avenue
P.O. Box 5650
Bismarck, ND 58506-5650
Phone: 701 530-1000
Fax: 701 222-7607
Web: www.mdu.com
Email; investor@mduresources.com

Industry

Sector;

Fiscal Year End
Last Reported Quarter
Next EPS Date

MDU RES GROUP INC (nosE)

MDU

Price and Volume informat ion

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
01 M6/2009

BLDG8=CONST-
MISC
Construction

18,71

35.34

15.86

1.38

1,788,872.63

29.5

*
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13249 ET

-1 .21

-41 .64

-32.24

9.82

-13.63

t4_92

% Price Change

4 Week

12 Week

YTD

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

10-20-08

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

Dividend ! information

183.22 Dividend Yield

Annual Dividend

3,427.99 Payout Ratio

0.95 Change in Payout Ratio

07/27/2006 Last Dividend Payout / Amount

3.31%
$0.62
0.28
-0.06

09/09/2008 / $0.16

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

0.43

2.05

10.60

01/16/2009

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

1.71

1.71

1.57

1.63

Fundamental Rat ios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

EPS Growth

9.12 vs. Previous Year

8.58 vs. Previous Quarter

0.86

Sales Growth

12.28% vs. Previous Year

1.59% vs. Previous Quarter:

7.11%
5.55%

http://www.zacks.com/research/print.php?type=report&t=MDU
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ROA

15.39 09/30/08

15.33 06/30/08

14.46 03/31/08

6.69

6.67

6.40

Operating Margin

1.17 09/30/08

1 .10 06/30/08

1.00 03/31/08

8.09

7.95

7.69

Book Value

12.58 09/30/08

12.60 06/30/08

12.22 03/31/08

15.14

14.08

13.82

Debt to Captial

Price Ratios

Price/Book

Price/Cash Flow

Price / Sales

CurrentRatio

09/30/08

06/30/08

03/31108

NetMargin

09/30/08

06/30/08

03/31/08

InventoryTurnover

09/30/08

06/30/08

03/31/08

ROE

1.24 09/30/08

5.46 06/30/08

0.69 03/31/08

Quick Ratio

1.48 09/30/08

1.37 06/30/08

1.25 03/31/08

Pre-TaxMargin

12.58 09/30/08

t2.60 06/30/08

12.22 03/31/08

Debt-to-Equity

14.82 09/30/08

14.97 06/30/08

14.94 03/31/08

0.51 09/30/08

0.57 06/30/08

0.50 03/31/08

33.71

36.28

33.32

http://www.zacks.com/research/print.php?type epo1't&t=MDU 11/19/2008
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O T T E R  T A I L  C O R P (nAst:>)

OTTFQ 15.36 v-0.51 .__ (-3.02%) ... Vol. 180,386

OTTER TAIL's primary business is the production, transmission, distribution and sale of electric energy. The
Company, through its subsidiaries, is also engaged in other businesses which are referred to as Health Services
Operations and Diversified Operations.

13:51 ET

General informat ion
OTTER TAIL CORP
215 South Cascade Street
Box 496
Fergus Falls, - 56538-0496
Phone: 218-739-8479
Fax: 218-998-3165
Web: n n em i l mm
Email: sharesvc@ottertaiI.com

Industry
Sectc>r:

UTIL-ELEC PW R
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

December
09/30/08
02/10/2009

Price and Volume in f ormat ion

9 . . rn'rI1:1 r=rn_nnu ff lneinu Dv»;r"n¢
s
I

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

16.87

46.15

16.11

1.03

363_871,31

29

2 5 . 0

2 4 . 0

2 3 . 0

2 2 . 0

2 1 . 0

2 o . o

1 9 . 0

1 8 . 0

1 7 . o

-27_10

-56.71

_51.24

_18_95

-35.93

45 .83

% Price Change

4 Week

12 Week

YTD

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

111-20-08 1 1 -1 8 -0 8

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

Dividend information

34.63 Dividend Yield

Annual Dividend

584.12 Payout Ratio

2.63 Change in Payout Ratio

03/16/2000 Last Dividend Payout/ Amount

7.05%

$1 .19

1.03

0.32

11/12/2008 l $0.30

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

0.42

1 .13

8.50

02/10/2009

Consensus Recommendat ions

Current (1 =Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.67

2.67

3.33

4.00

EPS Growth

15.00 vs. Previous Year

14.67 vs. Previous Quarter

1.76

Sales Growth

-29.55% vs. Previous Year

181 .82% vs. Previous Quarter:

16.95%

9.23%

ROE ROA

Fundamental Rat ios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios

Pri(:elBook 0.86 09/30/08 6.32 09/30/08 2.33

http://www.zacks.com/research/print.php?type=Teport&t=OTTR
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Price/Cash Flow

Price I Sales

4.72 06/30/08

0.45 03/31/08

752 06/30/08

10.01 (J/31/08

2.69

3.71

Current Ratio Quick Ratio Operating Margin

09/30108

06/30/08

03/31/08

1 .45 09/30/08

1.04 06/30/08

1,30 03/31/08

1 .07 09/30/08

0.75 06/30/08

0.91 03/31/08

2.71

3.12

4.18

Net Margin Pre-Tax Margin Book Value

09/30/08

06/30/08

03/31/08

3.66 09/30/08

4.41 06/30/08

6.23 03/31/08

3.66 09/30/08

4.41 06/30/08

6.23 03/31/08

19.51

17.40

1748

Inventory Turnover Debt-to-Equity Debt to Captial

09/30108

06/30/08

03/31/08

10. 15 09/30/08

9.69 06/30/08

9.65 03/31/08

0.50 09/30/08

0.65 06/30/08

0.66 03/31/08

33.10

38.90

38.89

http://www.zacks.com/research/print.php?type=repo1t&t=OTTR 11/19/2008
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PG&E coRp (nysEl
43:52 ETPCG 37.20 ~ 0.16 (0.43%) _. Vol. 2,425,035

PG&E Corporation is an energy-based holding company. Pacific Gas and Electric Company, the company's primary
subsidiary, is an operating public utility engaged principally in the business of providing electricity and natural gas
distribution and transmission services throughout most of Northern and Central California.

General Information
PG&E CORP
One Market Spear Tower
Suite 2400
San Francisco, CA 94105-1126
Phone: 415-267-7070
Fax: 415-267-7268
Web: www.pgecorp.com
Emails invrel@pge-corp.com

Industry
Sector:

UTIL-ELEC PW R
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

December
09/30/08
02M 3/2009

Price and Volume information

I'D|":R 1 31]-hnu C10l:i»a D'»ito4l:

47,61

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

.82
37.04

26.67

3,423,307.50

41 .5

0,60

10.17

-9.46

-14.04

22.47

34.00

45.20

% Price Change

4 Week

12 Week

YTD

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

40.0
sa.o
38.0
37:0
ss.0
35.0
34.0
$8:0
32.0

10-20-[18 11-18-08

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

Dividend Information

358 56 Dividend Yield

Annual Dividend

13,280.92 Payout Ratio

1.89 Change in Payout Ratio

N/A Last Dividend Payout / Amount

4.21%

$1 .56

0.56

0.00

09/26/2008 / $0.39

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

068

2.94

7.70

02/13/2009

Consensus  Recommendat ions

Current (1 =Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.15

2.15

2.15

2.08

EPS Growth

12.61 vs. Previous Year

13.18 vs. Previous Quarter

1.64

Sames Growth

7.79% vs. Previous Year

3.75% vs. Previous Quarter:

12.05%

2.68%

ROE ROA

Fundamental Ratios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios

Price/Book 1 .45 09/30/08 1 1 .51 09/30/08 2.70

http://www.zacks.com/research/print.php'?type=report&t=PCG
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Price/Cash Flow

Price / Sales

4.52

0.92

2.68

2.68

Current Ratio

09/30/08

D6/30/08

03/31 /08

0.74

0.79

0.75

06/30/08

03/31/08

Quick Ratio

09/30/08

06/30/08

03/31/08

11.56 06/30/08

11.51 03131/08

Operating Margin

0.68 09/30/08

0.73 06/30/08

0.72 03/31/08

7.11
7.13
7.15

Net Margin Pre-Tax Margin Book Value

09/30/08

06/30/08

03/31/08

10.68

10.71

10.90

09/30/08

06/30/08

03/31/08

1068 09/30/08

10.71 06/30/08

10.90 03/31/08

25.49

24.90

24.44

Inventory Turnover Debt-to~Equity Debt to Captial

09/30/08

06/30/08

03/31/08

16.47

16.43

16.46

09/30/08

06/30/08

03/31/08

1 ,00 09/30108

1 .03 06/30/08

1.06 03/31/08

50.65

51.33

52.13

!

http://www.zacks.com/research/print.php'?type=repor1&t=PCG 11/19/2008
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PNW 28.82 v -0.16 (-0.55%) _ Vol. 634,836

Pinnacle West Capital is engaged, through its subsidiaries, in the generation, transmission, and distribution of
electricity and selling energy, products and services; in real estate development, and in venture capital investment.
Its primary subsidiary is Arizona Public Service Company. The company's other subsidiaries include SunCor, EI
Dorado, APSEnergy Services and Pinnacle West Energy.

General information
PINNACLE WEST
400 North Fifth Street
p.o. Box 53999
Phoenix, AZ85072-3999
Phone: 602-250-1000
Fax: 602-250-2430
Web: wvvvv.pinnaclewest.com
Email:elisa.malagon@pinnaclewest.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

PINNACLE WEST CAP CORP (NYSE)

Price and Volume Information

Zacks Rank

Yesterday's Close

S2 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
01 I28/2009

UTIL-ELEC PWR
Utilities

28.98

44.50

26.27

0.55

1,361 ,472.88

33.39

#raven Ratings, Hesearf:h& Rewmmendafioas
Zacks.com Quotes and Research

. . . . - , R §?=:v£s~rr.»ear R i ' ; $EAR€ZH
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annex
[PNHJ 80-D09 C losing Pr ices

<

m

11-as-a8'

~ss.o

34.0

32.0

22.0

2400

s».o
2/ 29.0

" zs.o

Page 1 off

13:53 ET

10-20-08

% Price Change

4 Week

12 Week

YTD

-8.93

-17.30

-31.67

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

1.24

22.41

15.89

Share Information

Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend Information

100.73 Dividend Yield

Annual Dividend

2,919.27 Payout Ratio

3.88 Change in Payout Ratio

N/A Last Dividend Payout / Amount

7.25%

$2.10

0.91

0.19

10/30/2008 I $052

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

0.01

2.46

6.30

01/28/2009

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

3.29

3.29

3.29

3.25

EPS Growth

11.76 vs. Previous Year

12.55 vs. Previous Quarter

1.86

Sales Growth

-21 ,16% vs. Previous Year

77.38% vs. Previous Quarter:

-10.44%
16.60%

FundamentalRatios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios ROE ROA

http://www.zacks.com/research/print.php'?type=report&t=PNW 11/19/2008
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0.81 09/30/08

4. 14 06/30/08

0.83 03/31/08

2.06

2.42

2.38

Quick Ratio

0.73 09/30/08

0.88 06/30/08

0.67 03/31/08

6.48 09/30/08

7.62 06/30/08

7.63 03/31/08

Operating Margin

0,53 09/30/08

0.65 06/30/08

0.46 03/31/08

6.67

7.56

7.53

Pre-Tax Margin Book Value

10.47 09/30/08

11 .93 06/30/08

11 .78 03/31/08

35.87

37.24

35.27

Debt to Captial

Price/Book

Price/Cash Flow

Price l Sales

Current Ratio

09/30/08

06/30/08

03/31/08

Net Margin

09/30/08

06/30/08

03/31108

Inventory Turnover

09/30/08

06/30/08

03/31/08

10.47 09/30/08

11.93 06/30/08

11.78 03/31/08

Debt-to-Equity

5.23 09/30/08

5.75 06/30/08

6.11 03/31/08

0.84 09/30/08

0,82 06/30/08

0.88 03/31/08

45.75

45.16

46.77

http://www.zacks.com/research/print.php?type=report&t=PNW 11/19/2008
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PNM RES INC (nosE)
13:54 ETPNM 8.85 v -0.47 (-5.04%) Vol. 292,882

PNM Resources is an energy holding company based in Albuquerque, New Mexico. Its principal subsidiary is Public
Service Company of New Mexico, which provides electric power and natural gas utility sewioes to more than 1.3
million people in New Mexico. The company also sells power on the wholesale market in the Western U.S.

General In f ormat ion
PNM RESOURCES
Alvarado Square
Albuquerque, NM 87158
Phone: 505241-2700
Fax: 505 241-4311
Web: wvwv.pnmresources.com
Email: Ethics@pnmresources.com

Industry
Sector:

UTIL-ELEC PW R
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

December
09/30/08
02/09/2009

Price and Volume information

FDHH 'I 3 ll-tlnu R 1 no i-a Du 1 ro4 lo.0
9.8
9:6
9.4
9:2
9.0
8.8
8.5

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

9.33

23.95

7.64

1.07

878,284.38

1t .es

-1 .89

_17.29

-56.50

9.06

22.42

-31.88

% Price Change

4 Week

12 Week

YTD

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

8.4
8.2

1a-2 o-as 11-18-118

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

Dividend information

86.40 Dividend Yield

Annual Dividend

806.11 Payout Ratio

452 Change in Payout Ratio

06/14/2004 Last Dividend Payout / Amount

5.36%

$0.50

1.16

0.51

10/29/2008 I $0.26

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Tem1 EPS Growth Rate

Next EPS Report Date

-0.09

0.16

6.00

02/09/2009

Consensus  Recommendat ions

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

3.14

3.00

3.00

3.00

EPS Groff
59.55 vs. Previous Year
21 .70 vs. Previous Quarter

9.93

Sales Growth

-34.15% vs. Previous Year

-% vs. Previous Quarter:

-3.56%

4.60%

ROA

Fundamental Rat ios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios

PricelBook

ROE

0.47 09/30/08 2.14 09/30/08 0.60

http://www.zacks.com/research/print.php'?type=report&t=PNM 11/19/2008
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2.59 06/30/08

3.20 03/31/08

0.73

0.92

OperatingMargin

Price/Cash Flow

Price / Sales

Current Ratio

09/30/08

06/30/08

03/31/08

0.57 09/30/08

0.58 06/30/08

0.37 03/31/08

1.85

2.21

2.73

Net Margin Book Value

09/30/08

06/30/08

03/31/08

~14.24 09/30/08

-13.15 06/30/08

-4.96 03/31/08

19.96

22.11

21.10

Inventory Turnover Debt to Captial

09/30/08

06/30/08

03/31/08

2.72 05/30/08

0.41 03/31/08

Quick Ratio

0.60 09/30/08

0.61 06/30/08

0.39 03/31/08

Pre-Tax Margin

-14.24 09/30/08

-13.15 06/30/08

-4.96 03/31/08

Debt-to-Equity

26.23 09/30/08

25.14 06/30/08

22.60 03/31/08

0.86 09/30/08

0.89 06/30/08

0.66 03/31/08

47.94

47.33

39.89

http://www.zacks.com/research/print.php?type'=report&t=PNM 11/19/2008
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P P L  C O R P (nosE)

P P L 32.40 v -0.27 ( -0 .83%) _...___ Vo l .  948 , 713

PPL Corporat ion is  an energy and ut i l i ty  holding company.  PPL controls  about  11,500 megawat ts  of  generat ing
capacity in the United States,  sells  energy in key U.S. markets and delivers electric ity to customers in Pennsylvania,
the United Kingdom and Lat in America.

13:55 ET

G e n e r a l  I n f o r m a t i o n
P P L  C O R P
Two North Ninth Street
Al lentown,  PA 18101-1179
Phone:  510-774-5151
Fax:  610-774-5106
Web:  www.pplresources .oom
Emai l  inv re l@pplweb.com

Industry
Sector:

U T I L - E L E C  P W R
U t i l i t i es

Fiscal Year End
Last  Reported Quarter
Next  EPS Date

D e c e m b e r
0 9 / 3 0 / 0 8
0 1 / 2 2 / 2 0 0 9

P r i c e  a n d  V o l u m e  i n f o r m a t i o n

.69
3 2 , 6 7

5 5 . 2 3

2 6 . 8 4

0 . 7 1

3 , 6 8 8 , 5 8 0 7 7 5

4 7 . 7 8

E 14,: Y D H I  1  3 l l - l " l n u  f ' 2 1 n 4 : i - a  D - i t a 4
38.5

33.0

82.5
32.0

31.5

31.0

30.5

30.0

29.5
29.0

28.5

Zacks Rank

Yesterday 's  Close

52 Week H igh

52 Week  Low

Beta

20 Day Moving Average

Target  Price Consensus

3 . 5 2

- 2 6 , 6 3

- 3 7 , 2 8

1 5 . 1 9

8 . 5 8

5 . 2 9

% Pr i c e  C hange

4 Week

12 Week

Y T D

Share I n f o r m a t i o n
Shares Outs tanding
(mil l ions)
Market  Capital izat ion
(mil l ions)

Short  Rat io

Last Split  Date

10-20-US 11-18-08

% Pr i c e Change Relative to S8~P 500

4 W eek

1 2 W e e k

Y T D

Dividend I n f o r m a t i o n

3 7 4 , 4 9  D i v i d e n d  Y i e l d

Annual D iv idend

1 2 , 2 3 4 . 6 2  P a y o u t  R a t i o

1 . 69  C hange in  Pay ou t  R a t io

08 / 25 / 2905  Las t  D iv idend  Pay ou t  /  Am ount

4 . 1 0 %

$1 .34

0 . 6 2

0 . 1 3

0 9 / 0 8 / 2 0 0 8  /  $ 0 . 3 4

E P S  i n f o r m a t i o n

Current  Quarter EPS Consensus Est imate

Current  Year EPS Consensus Est imate

Est imated Long-Tem1 EPS Growth Rate

Next  EPS Report  Date

0 . 4 8

2 . 0 4

1 6 . 3 0

0 1 / 2 2 / 2 0 0 9

C o n s e n s u s  K e c o m m e n d a i i o n s

Current (1 =Strong Buy, 5=Strong Sell)

30 Days  Ago

60 Days  Ago

90 Days  Ago

1 . 6 7

1 . 4 4

1 . 5 6

1 . 5 6

E P S  G r o w t h

16 . 05  v s ,  P rev ious  Year

15 . 13  v s .  P rev ious  Quar t e r

0 . 9 8

Sales Growth

- 3 7 . 5 0 % v s .  P r e v i o u s  Y e a r

4 0 . 0 0 % v s .  P r e v i o u s  Q u a r t e r :

7 6 . 5 7 %

2 0 4 . 0 0 %

R O E R O A

F u n d a m e n t a l  R a t i o s

P/ E

Current  FY Est imate:

Trail ing T2 Months:

PEG Rat io

Pr ic e  R at ios

Price/Book 2 . 1  g  09 / 30 / 08 1 5 . 0 0  0 9 / 3 0 / 0 8 3 . 8 5

http1//www.zacks.com/research/print.php?type=report&t=PPL
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6.43 06/30/08

1.68 03/31/08

17.21 06/30/08

18.15 03/31/08

4.36

4.86

Quick Ratio OperatingMargin

0.96 09/30/08

1.04 06/30/08

1.12 03/31/08

0.86 09/30/08

0.98 06/30/08

1.04 03/31/08

11.30

15.62

15.11

Pre-Tax Margin Book Value

Price/Cash Flow

Price / Sales

Current Ratio

09/30/08

06/30/08

03/31/08

Net Margin

09/30/08

06/30/08

03/31/08

16.93 09/'30/08

23.42 06/30/08

21.14 03/1/08

16.93 09/30/08

23.42 06/30/08

21 . 14 03/31/08

14.91

1389

14.98

Inventory Turnover Debt-to-Equity Debt to Captial

09/30/08

06/30/08

03/31/08

11 .57 09/30/08

6.91 06/30/08

6.73 03/31 /08

1 .20 09/30/08

1 .35 06/30/08

1 .27 03/31/08

55.75

58.61

56.95

http://www.zacks.com/research/print.php?type=repo1't&t=PPL 11/19/2008



ScatfrldfPROGRESS ENERGY INC (NYSE)

(0.28%) 13:57 ETVoL 88&52138.87PGN *0.1t

Zacks.com

General information
PROGRESS ENERGY
410 South Wilmington Street
Raleigh, NC27601-1748
Phone: 919-546-6111
Fax;919-546-7678
Web: www.progress-a1ergy.com
Email:shareholder.relations@pgnmail.com

CP & L Energy, Inc. is primarily engaged in the generation, transmission,distribution and sale of electricity in portions
of North and South Carolina and Florida and the transmission, distribution and sale of natural gas in portions of
North Carolina. The company provides these and other services through its business segmelts: electric, natural gas
and other.

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
02/05/2009

UTSL-ELEC PWR
Utilities

38.76

50.25

32.60

0.52

2,094,853.25

40.29

ProvenRating; Research& Reanrntrzendsfions
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Page 1 of 2

10-20-08

% Price Change

4 Week

12 Week

YTD

2.49

-12.51

-19.97

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

13.93

29.49

34.85

Share information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend Information

261.99 Dividend Yield

Annual Dividend

10,154.62 Payout Ratio

1.98 Change in Payout Ratio

02/01/1993 Last Dividend Payout / Amount

6.35%

$2.46

0.85

0.04

10/08/2008 / $0.62

EPS Information

Current Quarter EPS Consensus Estimate

Current year EPS Consensus Estimate

Estimated Long-Tem EPS Growth Rate

Next EPS Report Date

051

3.02

4.80

02/05/2009

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.31

2.27

2.27

2.27

Sales Growth

Fundamental Ratios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

EPS Growth

12.82 vs, Previous Year

13.37 vs. Previous Quarter

2.64

-3.31 % vs. Previous Year

51 .95% vs. Previous Quarter;

-13.03%

20.14%

ROE ROAPrice Ratios

Price/Book 1 .15 09/30/08 8.70 09/30/08 2.71

http://www.zacks.com/research/print.php?type=report&t=PGN
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8.93 06/30/08

8.45 03/31/08

2.79

2.71

OperatingMargin

0.66 09/30/08

0.87 06/30/08

0.47 03/31/08

8.12

7.89

7.27

Book Value

Price/Cash Flow

Price/ Sales

Current Ratio

09/30/08

06/30/08

03/31/08

Net Margin

09/30/08

06/30/08

03/31/08

12.92 09/30/08

'I2,67 06/30/08

10.54 03/31/08

33.69

32,94

32.75

Inventory Turnover Debt to Captial

09/30/08

G6/30/08

G3/31/08

5.84 06/30/08

1.10 03/31/08

Quick Ratio

1.03 09/30/08

1.16 06/30/08

0.77 03/31/08

Pre-Tax Margin

12.92 09/30/08

12.67 06/30/08

10.54 (3/31/0B

Debt-to-Equity

3,10 09/30/08

3.50 06/30/08

3.88 03/31/08

1.18 09/30/08

1 .21 06/30/08

1 .04 03/31/08

54.30

54.94

51 .38

http2//www.zacks.com/research/print.php?type=report&t=PGN 11/19/2008



Scadndl/'SEMPRA ENERGY (nosE)
(-0.72%)v -0.30SRE 41.20 13258 ETVol. 809,268

Zacks.com

General information
SEMPRA ENERGY
101 Ash Street
San Diego, CA 92101
Phone: 619-696-2034
Fax: 619-696-2374
Web: www.sempra.com
Email: investor@sempra.com

Industry
Sector:

FiscalYear End
LastReported Quarter
Next EPS Date

Sempra Energy is an energy services holding company. Through its eight principal subsidiaries - Southern
California Gas Company, San Diego Gas & Electric, Sempra Energy Solutions, Sempra Energy Trading, Sempra
Energy International, Sempra Energy Resources, Sempra Communications and Sempra Energy Financial - Sempra
Energy serves customers in the United States. Europe, Canada, Mexico, South America and Asia. (Company Press
Release)

Price and Volume Information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
02/24/2009

UTIL-GAS DISTR
Utilities

41.50

64.21

34.29

0,93

2,247,892.50

59.23

proven Ratings, Reseanrlz8.- Rmwrlvnendztiana
Zacks.com Quotes and Research
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Page 1 off

• 1 a-zo-ue 11-18-08

% Price Change

4 Week

12 Week

YTD

1.24

-27.61

-32,94

% Price Change Relative to S&P 500

4Week

12Week

YTD

12.55

7.14

14.37

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend Information

246.38 Dividend Yield

Annual Dividend

10,224.69 Payout Ratio

0.84 Change in Payout Ratio

06/29/1998 Last Dividend Payout I Amount

3.37%
$1 .40
0.33
0.00

09/23/2008 / $0,135

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

0,87

3.87

7.00

02/24/2009

Consensus Recommendations

Current (1=Strong Buy, 5=Strorlg Sell)

30 Days Ago

60 Days Ago

90 Days Ago

1.56

1.56

1.38

1.56

EPS Growth Sales Growth

-10.79% vs. Previous Year

26.53% vs. Previous Quarter:

FundamentalRatios

P/E

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

10.72 vs. Previous Year

9.79 vs. Previous Quarter

1.53

109%
7.55%

Price Ratios ROE ROA

http://www.zacks.com/research/print.php?type=report&t=SRE
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PricelBook

PricelCash Flow

Price / Sales

13.20

13.98

14.29

09/30/08

06/30/08

03/31/08

3.88

4.04

4.00

Current Ratio Operating Margin

09/30/08

06/30/08

03/31/08

1 .35 09/30/08

5.99 06/30/08

0.88 03/31/08

Quick Ratio

_ 09/30/08

0.59 06/30/08

1.05 03/31/08

0.56

1 .04

09/30/08

06/30/08

03/31/08

9.35

9.89

10.07

Net Margin Pre-Tax Margin Book Value

09/30/08

06130/08

03/31/08

14.55

14.23

09/30/08

06/30/08

1/31/08

30.69

32.82

Inventory Turnover Debt to Captial

09/30/08

06/30/08

03/31/08

- 09/30/08

14.55 06/30/08

14.23 03/31/08

Debt-to-Equity

- 09/30/08

31.45 06/30/08

28.53 03/31/08

0.63

0.54

09/30/08

06/30/08

03/31/08

40.35

36.45

http://www.zacks.com/research/print.php?type=report&t=SRE 11/19/2008



SwifradcfWESTAR ENERGY INC (NYSE)

13:59 ETVol. 969,603WR V -0.6119.43 (-a.04%)

Zacks.com

Wester Energy is a consumer services company with interests in monitored services and energy. Westar Energy
provides balearic utility services to customers in Kansas. Westar Energy's goal is to operate the best utility in the
Midwest. They will provide their customers quality service at below average prices. Westar Energy Generation and
Marketing will be a preferred energy provider, both inside and outside their service territory.

---
Phone: .
Fax: -
Web: -
Email: None

General information
WESTAR EN ERGY

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
02/20/2009

UTIL-ELEC PWR
Utilities

18%
20.04

26.83

15.97

1,923,031 .25

24. 1 g

0.66

Proven Ratings, Research &~ Recammendarflons
Zacks.com Quotes and Research
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% Price Change

4 Week

12 Week

YTD

9.33

-11.84

-22,75

% Price Change Relative to S&P 500

4Week

12Week

YTD

21 .54

30.49

29.83

ShareInformation
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend Information

108.15 Dividend Yield

Annual Dividend

2,167.41 Payout Ratio

3.05 Change in Payout Ratio

N/A Last DividendPayout / Amount

5.79%

$1 . 1 e

0.93

0.00

09/05/2008 / $0.29

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Tem1 EPS Growth Rate

Next EPS Report Date

0.27

1 .38

600

02/20/2009

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.00

1.75

1.63

1.63

EPS Growth Sales Growth

Fundamental Ratios

P/E

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

14.52 vs. Previous Year

16.03 vs. Previous Quarter

2.42

-18.18% vs. Previous Year

1 ,250.00% vs. Previous Quarter:

4.81%

27.40%

ROE ROAPrice Ratios

Price/Book 0.99 09/30/08 6.43 09/30/08 1.92

http://www.zacks.com/research/print.php?type=report&t=WR

A

11/19/2008



Zacks.com Page 2 of 2

2.05

2.58

5.11 06/30/08

1.19 03/31/08

Quick Ratio

0.72 09/30/08

1.04 06/30/08

0.83 03/31/08

7.10

7.39

9.07

Pre-Tax Margin

10.81 09/30/08

11 .06 06/30/08

13.21 03/31/08

6.99 06/30/08

8.96 03/31/08

Operating Margin

0.52 09/30/08

0.81 06/30/08

0.60 03/31/08

Book Value

10.81 09/30/08

11.06 06/30/08

13.21 03/31/08

20.27

20.33

19.59

Debt-to-Equity Debt to Captial

Price/Cash Flow

Price / Sales

Current Ratio

09/30/08

06/30/08

03/31/08

Net Margin

09/30/08

06/30/08

03/31/08

Inventory Turnover

09/30/08

06/30/08

03/31/08

3.38 09/30/08

3.27 06/30/08

3. 12 03/31/08

0.92 09/30/08

1 .01 06/30/08

1.05 03/31/08

47,64

50.05

50.90

http://www.zacks.com/research/print.php?type=repo1;t8z.t=WR 11/19/2008



SrratfradaWISCONSIN ENERGY CORP (NYSE)

(-0.73%) 13:59 ETVol. 1,400,92042.00WEC v -0.31

Zacks.com

Wisconsin Energy Corp. is a holding company with subsidiaries in utility and non-utility businesses. The company
serves electric and natural gas customers in Vihsconsin and Michigan's Upper Peninsula through its primary utility
subsidiaries Vihsoonsin Electric, Wisconsin Gas and Edison Sault Electric. Its non-utility subsidiaries include energy
services and development, pump manufacturing, waste-to-energy, and real estate businesses. (Company Press
Release)

Genera! information
WISC ENERGY CP
231 West Michigan Street
p.o. Box 1331
Milwaukee, WI 53201
Phone: 414 221-2345
Fax: 414221-2172
Web: wiswnsinenergywm
Email: WEC.|nstitutionaI-lnvestor-
Relations.Contact@wisconsiner\ergy.com

industry
Sector:

Fiscal Year End December
LastReported Quarter09/30/08
Next EPS Date 02/10/2009

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 week Low

Beta

20 Day Moving Average

Target Price Consensus

UTIL-ELEC PWR
Utilities

42,31

50.48

34.89

0.49

2,533,096,75

47.57

4

Privets Ratings, Researnft&~ Rewnntenéations
Zacks.com Quotes and Research

4

9:ves~rr¢eazr xmseA Rea
ZAC KS

[HEC J 30-Dos CLosins Pr- ice:
~».--....»-»»~..»£

t

»4s.a

42.0

41.0

4¢.o

44.0

43.0

as .o

Page 1 of 2

xa-20-0s 11-1a-0s'

% Price Change

4 Week

12 Week

YTD

5.04

~8.50

-13.14

% Price Change Relative to S&P s00

4Week

12 Week

YTD

16.77

35.42

45.57

Share information

Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend information

116.92 Dividend Yield

Annual Dividend

4,946.89 Payout Ratio

2.74 Change in Payout Ratio

07/01 /1992 Last Dividend Payout/ Amount

2.55%

$1 .08

0.36

-0.01

11/12/2008 I $0.27

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long~Temt EPS Growth Rate

Next EPS Report Date

0.71

2.89

9.40

02/10/2009

Ccrasensus Recommendations

Current (1=Strong Buy,5=Strong Sell)

30 DaysAgo

60 Days Ago

90 Days Ago

2.00

2.00

2.00

1.86

Fundamental Ratios

P/E

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

EPS Growth

14.65 vs. Previous Year

14.20 vs. Previous Quarter

1.55

Sames Growth

~7. 14% vs. Previous Year

32.65% vs. Previous Quarter:

~3.29%

-9.89%

http://www.zacks.com/research/print.php?type=repo1t&t=WEC
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ROE ROA

11.06 09/30/08

11.45 06/30/08

11.66 03/31/08

Operating Margin

0.45 09/30/08

0,53 06/30/08

0.54 03/31/08

3.01

3.06

3.08

1 .51 09/30/08

7.34 06/30/08

1.13 03/31/08

Quick Ratio

0,61 09/30/08

0.65 06/30/08

0.63 03/31/08

8.06

8.15

8.21

Pre-Tax Margin Book Value

13.08 09/30/08

t3.32 06/30/08

13.46 03131/08

13.08 09/30/08

13.32 06/30/08

13.46 03/31/08

27.93

27.52

27.29

Debt-to-Equity Debt to Captial

PriceRatios

PricelBook

Price/Cash Flow

Price / Sales

Current Ratio

09/30/08

06/30/08

03/31/08

Net Margin

09/30/08

06/30/08

03/31/08

inventory Turnover

09/30/08

06/30/08

03/31/08

7.92 09/30/08

7.27 06/30/08

6.70 03/31/08

1 .00 09/30/08

0.97 06/30/08

0.93 03/31/08

50.28

49.52

48.00

http://www.zacks.com/research/print.php?type=report&t=WEC 11/19/2008



Zacks.com

XEL 17.93 v -0.02 (-0.11%) Vol. 2,114,424

Xcel Energy Inc. is predominantly an operating public utility engaged in the generation, transmission and distribution
of electricity and the transportation, storage and distribution of natural gas. The company has two significant
subsidiaries, Northern States Power Company, a Wisconsin corporation, and NRG Energy, Inc.

Genera! information
XCEL ENERGY INC
414 Nicollet Mall
Minneapolis, MN 55401
Phone: 612 21 S-4535
Fax: 612330-2900
Web: xwlenergywm
Email: Paul.A.Johnson@xcelenergy.com

Fiscal Year End
Last Reported Quarter
Next EPS Date

Industry
Sector:

XCEL ENERGY INC (NYSE)

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

December
09/30/08
01 I28/2009

UTIL-ELEC PWR
Utilities

17.95

2350

15.32

0.67

3,855.774.00

20.6

Proves Ratings Reseanzrr Rewlsstmendativfts
Zacks.comQuotes and Research
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% Price Change

4 Week

12 Week

YTD

2.57

-12.35

-20.47

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

14.02

29.72

33.95

Share Information
Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend information

446.34 Dividend yield

Annual Dividend

8,011 .77 Payout Ratio

2.58 Change in Payout Ratio

06/02/1998 Last Dividend Payout / Amount

5.29%
$0.95
0.68
0.03

09/23/2008 / s0.24

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

0,35

1 .46

6.00

01/28/2009

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Aga

60 Days Ago

90 Days Ago

2.25

2.25

2.50

2.43

FundamentalRatios

P/E

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

EPS Growth

12.32 vs. Previous Year

12.82 vs. Previous Quarter

2.05

Sales Growth

-8.93% vs. Previous Year

112.50% vs. Previous Quarter:

18.14%

8.41%

ROE ROAPrice Ratios

Price/Book 1 .17 09/30/08 9.47 09/30/08 2.59

http://www.zacks.com/research/print.php?type=report&t=XEL
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10.11 05/30/08

10.56 03/31/08

2.74

2.86

Operating Margin

0.76 09/30/08

0.68 06/30/08

0.77 03/31/08

5.53
5.98
6,36

Book Value

7.86 09/30/08

8.53 06/30/08

9.07 03/31/Q8

15.34

14.80

14.81

Debt to Captial

Price/Cash Flow

Price / Sales

Current Ratio

09/30/08

06/30/08

03/31/08

Net Margin

09/30/08

06/30/08

03/31/08

InventoryTurnover

09/30/08

06/30/08

03/31/08

4.96 06/30/08

0.72 03/31/08

Quick Ratio

1.00 09/30/08

0.84 06/30/08

0.92 03/31/08

Pre-Tax Margin

7.86 09/30/08

8.53 06/30/08

9.07 03/31/08

Debt-to-Equity

12.27 09/30/08

12.20 06/30/08

12.11 03/31/08

1.09 09/30/08

1.12 06/30/08

1.12 03/31/08

st .84

52.42

52.49

http://www.zacks.com/research/print.php'?type=report&t=XEL 11/19/2008
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Treasury Security Yield Curve
6.00%

5.00%

4.00%

3.00%

2.00%
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Mos. Years
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Selected Yields

Recent
(11/19/08)

3 Months
A90

(8/20/08)

Year
A9°

(11/20/07)
Recent

(11/19/08)

3 Months Year
A go A go

(8/20/08) (11/20/07)

1.25
1.oo
4.00
260
217

225
zoo
500
277
281

500
4.50
7.50
4.59
5.00

Mortgage-Backed Securities
G N MA 6. 5%
FH LMC 65% (G old)
FN MA 65%

582
573
567
390

563
569
5.58
4.02

5.50
5.77
5.56
588

1.59
1.95
332

1.63
226
4.16

283
354
389

873
7.23
7.34
820

646
622
617
665

60'I
5.96
604
614

FN MA A RM
Corporate Bonds
Financial (10-year) A
Industrial (2580-year) A
U utility (2580-year) A
U tidily (25/30-year) Baa/BBB
Foreign Bonds (10-Year)
Canada
G Germany
Japan
U rited Kingdom
Preferred Stocks

351
354
1.48
4,04

358
4,12
1.45
4.56

4.07
4.06
1 .47
4. 62

TAXABLE
Market Rates
D discount Rate
Federal Funds
Prime Rate
30-day CP (A1 PI )
3~mon\h LIBO R
Bank CDS
6~morlth
1-year
5-year
U.S. Treasury Securities
3-mon1h QOM
6-month O65
1 -year Q97
5-year 202
10-year 3 32
10-year (inflation-protected) 3. 51
30-year 391
30-year Z era 392

1.58
1.90
204
301
3180
1.54
4.45
4.51

328
342
343
3.55
4.1o
1.70
4.50
4.53

U tiliiy A
Financial A
Financial Adjustable A

710
7.94
552

618
7.26
5.52

662
7.97
5. 52

TAX-EXEMPT

514
598

4.67
517

4. 53
4.85

1.10
1.20
284
294
383
4.03
5.20
560

1.56
1,66
280
290
358
378
4.66
504

330
334
3.34
364
371
4.oo
447
4.62

Bond Buyer Indexes
20-Bond Index (G O s)
25-Bond Index (Revs)
G general Oobligation Bonds(G Os)
1 -year A aa
1 -year A
5-year A ea
5-year A
10-year A aa
10-year A
2560-year A ea
2580-year A
Revenue Bonds(Revs) (25/30-Year)
Education A A
Elects' c A A
H oust ng A A
H hospital A A
Toll Road A aa

5.85
590
am
610
595

4.BO
4,75
510
520
4.75

4. 67
4, 67
4.90
4. 85
4. 67

Fed Aral R serve D ate

E excess Reserves
8 arrowed R reserves
N et F Ree/B on'owed R reserves

BAN K RESERVES
(Two-Week Period, in Millions, N otSeasonally A cyusued)

RecentLevels
10/22/0B
281707
6911 47

.409440

11/5/08
363628
675272
-311644

Change
81921

-1 5875
97796

Average Levels Over the Last...
12Wks. 26 Wks. 52 Wks
122327 62237 33210
383219 272426 167431
-260892 .210189 -1 34221

Rates O vet
6 Mos,

MI (Currency+demand depogjis)
MY (Mt +$avir1g5+small time deposits)

MO N EY Eu PPLY
(O Ne-Week Period in Billions Seasonally A adjusted)

Recent Levels
10/27/08
1 487.7
7877 5

11/3/08
1531.7
7877.7

Change
44.0
0.2

Growth
3 Mos.
340%
11.0%

23.9%
7.1%

the Last...
12 Mos.

l̀1,4%
7. 2%
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lS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly far subscriber's own. non-commercial, internal use. No paN of it mm/ be reproduced,
resold, stored or transmitted in any printed, electronic or other form, or used for generating Ur marketing any primed or electronic publication, service or product





ATTACHMENT D



I !I iI

Pollution control bonds with senior notes znzsg 5.05% 90,00Q 90,000F 8

Unsecured notes 2012 4I1 6.50%§ i375,009 I 375,004

Unsecurednotes 2015! 8l e 4.650% 300,008 300,000

Secured note A20 I 6.011% B 1,4308 |1,59I

I201i 1Senior notes c I 6.25% r 250,0061 250,000

Unamortized discount and premium II t I 8,883 x(9,85

SLlbIo!8l e I I l I fL..2_J3.8s9'
I

a 8,878.47 4 II

Notespayable 12008-2013! (toE z80,314

13 I 1 238.0391 l I 180)644lSubtotal

I I
5 I 5.91% 175,00d2011

I175 006I1 I I'75.lISII iI 3

Table of Contents

PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31 ,
Maturity
Dates (a)

Interest
Rates 2007 2006

8xps !
I I g

Pollution cone-olbonds 2024-2034 (b)

6.375%

s 565.855

Unsecured notes 2011 400.000

Unsecured notes 2033 5 .625% 200.000

Unsecured notes 2014 5.80%

Senior notes 2035 5.50%

$ 565,855

400.000

200,000

300,000

250.000

300.000

250.000

Seniornotes (c) 2036 6.875% 150.000

Capitalized lease obligations 2007-2012 Cd)

150.000

4,457 5.880

SUNCOR
"-I I

Capitalized lease obligations 2007-20 IO (8)
237371

368 328

t i 3
2007 5.45%

175,000
115

-"1.

I I -"TT l

_3,290,898
l l 163.7738 I I I

3,234,229
1.596 I

PINNACLE WEST
Senior notes (h)
Capitalized lease obligations
8 Subtotal
Total long-term debt

Less current maturities
TOTAL LONG-TERM DEBT LESS CURRENT

MATURITIES s 3.127.125 s 3.232.633

(a)

(b)

(fs)

(d)

(C)

This schedule does not reflect the timing of redemptions
that may occur prior to maturity.

The weighted-averageratewas 3.76% at December 3 I ,
2007 and 3.77% at December 31, 2006. Changes in
short-term interest rates would affect the costs
associated with this debt.Inaddition, these amounts
include $343 million of auction rate debt securities
backedby insurance at December 31, 2007 and 2006.

On August 3, 2006, APS issued $250 million 6.25%
notes due 2016 and $150 million 6.875% notes due
2036. A portion of the proceeds was used to repay
outstanding commercial paper balances and $84 million
of its 6.75% senior note that matured November 15,
2006. The remainder has been used to fund its
construction program and other general corporate
purposes.

The weighted-average interest rate was 5.5 I % at
December 31, 2007 and 6.20% at December 31, 2006.

APS' long-term debt less current maturities was
$2.877 billion at December 31, 2007 and $2.878 billion
at December 3 I, 2006. APS' current maturities of
long-term debt were $1 million at December 31, 2007
and 2006.

98

Source: PINNACLE WEST CAPITA, w-K, February 27, 2008
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Introduction

Q, Please state your name and business address.

A. My name is Jeff Schlegel. My business address is 1167 W. Samalayuca Drive,
Tucson, Arizona 85704-3224.

Q, For whom and in what capacity are you testifying?

A. I am testifying on behalf of the Southwest Energy Efficiency Project (SWEEP). I am
the Arizona Representative for SWEEP.

Q, Please describe Southwest Energy Efficiency Project.

A. SWEEP is a public interest organization dedicated to advancing energy efficiency as
a means of promoting both economic prosperity and environmental protection in the
six states of Arizona, Colorado, New Mexico,Nevada, Utah, and Wyoming. SWEEP
works on state energy legislation, analysis of energy efficiency opportunities and
potential, expansion of state and utility energy efficiency programs as well as the
design of these programs, building energy codes and appliance standards, and
voluntary partnerships with the private sector to advance energy efficiency. SWEEP
is collaborating with utilities, state agencies, environmental groups, universities, and
energy specialists in the region. SWEEP is funded primarily by foundations, the U.S.
Department of Energy, and the U.S. Environmental Protection Agency.

Q. What are your professional qualifications for presenting testimony in this
docket?

A. I am an independent consultant specializing in policy analysis, evaluation and
research, planning, and program design for energy efficiency and clean energy
resources. I consult for public groups and government agencies, and I have been
worldng in the field for over 20 years. In addition to my responsibilities with
SWEEP, I am working or have worked extensively in many of the leading states that
have effective energy efficiency programs, including Califomia, Connecticut,
Massachusetts, New Jersey, Vermont, and Wisconsin. In 1997, I received the
Outstanding Achievement Award &om the International Energy Program Evaluation
Conference. I have represented SWEEP before the Commission since 2002.
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Q. Please summarize your testimony.

A. In my testimony I document the benefits of increasing energy efficiency in the APS
service ten'itory and demonstrate that increasing energy efficiency is in the public
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4
5
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interest; propose an Energy Efficiency Standard (EES) to set minimum goals for the
ratepayer-funded and APS-administered energy efficiency programs; propose a
specific EES goal to achieve energy savings equal to at least 15% of total energy
resources needed to meet retail load in 2020, and to reduce summer peak demand by
at least 15% of total capacity resources needed to meet retail peak demand in 2020,
support timely east recovery for the efficiency programs; oppose lost net revenue
recovery proposed by APS, suggest other approaches for addressing the utility
disincentive to large scale energy efficiency programs, and recommend revisions to
the energy efficiency program performance incentive.

10
ll The Public Interest: Benefits of Increasing Energy Efficiency

Q. What is the public Interest in 'Increasing energy efficiency 'm the APS Service
Tem°tory?

A. Increasing energy efficiency will provide significant and cost-effective benefits for
APS customers (residential consumers and businesses), the electric system, the
economy, and the environment. Increasing energy efficiency will save consumers
and businesses money through lower electric bills, resulting in lower total costs for
customers. Increasing energy efficiency will also reduce load growth, diversify
energy resources, enhance the reliability of the electricity grid, reduce the amount of
water used for power generation, reduce air pollution and carbon emissions, and
create jobs and improve the economy. In addition, meeting a portion of load growth
through increased energy efficiency can help to relieve system constraints in load
pockets.

By reducing electricity demand, energy efficiency mitigates electricity and fuel price
increases and reduces customer vulnerability and exposure to price volatility. Energy
efficiency does not rely on any fuel and is not subject to shortages of supply or
increased prices for natural gas or other fuels.
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Energy efficiency is a reliable energy resource that costs less than other resources for
meeting the energy needs of customers in the APS service territory. The total cost
(sum of program and customer costs) for energy efficiency savings is two to four
cents per lifetime kph saved, delivered to the customer. This is significantly less
than the cost of conventional generation, transmission, and distribution. The utility
program cost to APS ratepayers is even lower, about two cents per lifetime kph
saved for a comprehensive portfolio of programs designed to serve all customer
sectors. As APS has been ramping up its programs in 2005-2008, the energy
efficiency savings have been achieved at a cost to APS ratepayers of about one cent
per kph.
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Q. What levels of savings might be achieved from energy efficiency programs?

A. Leading states are achieving annual energy savings equivalent to or exceeding 1% of
retail electricity sales.1 In addition, recently states have been setting higher goals,
some around 1.5 to 2% of retail elects°city sales.

The Western Governors' Association Energy Efficiency Task Force stated that "We
find that it is feasible to reduce electricity use 20% from projected levels in 2020, and
do so cost effectively, through full deployment of best practice policies and
programs."2 SWEEP recommends achieving three quarters of the 20% savings (or
15% savings by 2020) through utility sector energy efficiency programs, with the
remaining 5% savings &om other policies including building energy codes and
appliance standards.

Q- Can utility resource managers and regulators count on energy efficiency
programs to save energy and provide the resources necessary to meet the needs
of Arizona customers?

A. Yes. Experience across the country confirms that energy efficiency programs save
energy that resource managers can count on. For example, Dr. David Berry of
Western Resource Advocates conducted a statistical analysis of the relationship
between state-level energy eiticiency program effort and growth in electricity sales
between 2001 and 2006 in the United States.3 He found that the higher the utility
efficiency program expenditures per capita and the greater the range of other
efficiency programs offered, the greater the reduction in the growth of power sales.
Application of the portfolio of energy efficiency programs used in the states with the
most aggressive programs would have reduced the growth in a state's electricity sales
by about 60% relative to the case where no efficiency programs were implemented.

The Energy Efficiency Standard (EES):
Goals for Energy Savings and Peak Demand Reduction
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Q. Specifically, what actions should the Commission take to increase energy
efficiency goals in the APS service territory?

A. The Commission should set APS Demand Side Management (DSM) energy
efficiency program goals in the form of an Energy Efficiency Standard (EES). The
EES should require APS DSM energy efficiency programs to: (1) achieve energy
savings equal to at least 15% of total energyresources needed to meet retail load in

1 ACEEE State Scorecard Report, 2008.
z Western Governors' Association, Clean and Diversified Energy Initiative, Energy Efficiency Task Force
Report, January 2006,p. v.
3 This study is described in DavidBerry, "The Impact of Energy Etiiciency Programs on the Growth of
Electricity Sales," Energy Policy, vol. 36 (2008): 3620-3625.
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2020, and (2) reduce summer peak demand by at least 15% of total capacity resources
needed to meet retail pedc demand in 2020.

Meeting the EES goals would provide cost-effective benefits to consumers, the
electric system, the economy, and the environment. And meeting the EES goals
would contribute substantially to the achievement of the adopted goal of the Western
Governors Association (WGA) to increase energy efliciency 20% by 2020.

Q. What level of energy savings would be needed to achieve the EES goals?

Achieving the EES goals (15% by 2020) is roughly equivalent to achieving annual
energy saMes of 1 .5% of retail energy sales each year over the 12-year period during
2009~2020, with allowance for some continued ramp up in the early years.

Assuming the total energy needed to meet the needs of APS retail customers is about
42,000,000 MWh in 2020 (based on a SWEEP estimate of the APS business as usual
forecast), the sum of cumulative annual energy savings in 2020 would need to be
6,300 MWh (15% of 42,000,000 Mwh). In order to achieve that level, the energy
efficiency programs would need to save on average about 525,000 MWh each year in
the twelve years from 2009 through 2020. SWEEP recommends annual energy
savings of at least 400,000 MWh in the early years, growing to about 600,000 MWh
per year after the first 2-3 years of the 2009-2020 period.

Q. Are the goals of the EES reasonable and achievable?

A. Yes, the proposed EES goals are both reasonable and achievable. The goals are
reasonable and achievable considering the low level of energy efficiency activities in
Arizona in the past, the successful ramp up and performance of energy efficiency
efforts in the early years, and the energy efficiency program performance in leading
states.

Q, Why should the EES goals be based on savings and effects rather than
spending?
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A. SWEEP believes that it is important to focus primarily on the ejects and impacts of
energy and utility policies for setting goals, not primarily on the funding or spending
levels. Simply spending money, even cost-effectively, should not be the primary
focus of future goals for energy efficiency programs.
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Q. Should the EES goals be adopted in this proceeding?

,-.._._I

A. It is essential to set goals to implement Commission policy, in this proceeding. Clear,
multi-year goads help utilities, stakeholders, and customers understand how the future
electric system will meet future customer load, in a manner consistent with the
policies of the Commission. Therefore, it is essential to have a goal for APS to
achieve, with a clear commitment and explicit requirement, and to increase that goal
beyond what APS has achieved and was ordered to achieve in the past. Most
importantly, it is essential to increase energy efficiency efforts to reach more APS
customersand to reduce total customer costs, as well as to acquire the other benefits
energy etliciency provides.

Energy Efficiency Program Enhancements and Expansions

Q, Is SWEEP proposing additional DSM energy efficiency programs to achieve the
EES goals?

A. The existing Commission-approved DSM energy efficiency programs should be
expanded to achieve the goals of the EES. While some additional DSM energy
efficiency programs may be needed to achieve the EES goals, and may also be
valuable for providing additional benefits to APS customers, the primary mechanism
for achieving the EES goads should be the expansion of existing programs already
approved by the Commission.

Q. How would SWEEP expand the programs and increase program savings?

1
2
3
4
5
6
7
8
9

.10.
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46

A. SWEEP recommends several DSM program enhancements to update and expand the
existing programs, to capture additional savings from new measures and
opportunities, and to reach more customers. SWEEP recommends that several
program endlancements be added as program elements' within the existing
Commission-approved DSM programs, and not as new programs.

It is important to review and refresh DSM programs on a regular basis, to update the
programs and program offerings, to capture additional saMes from new measures
and opportunities, and to reach more customers. For example, there are opportunities
to achieve higher savings per home in the Residential New Construction program by
offering a second tier or level of energy efticiaicy within the existing program for
high performance/very energy efficient homes, which, when combined with one or
more renewable energy systems, can result in zero-net energy homes. This is
important for two reasons. First, there are builders, developers, and homebuyers who
are considering zero-net energy and high performance homes, and the DSM programs
should encourage these homes to provide more savings and net benefits. Second, the
recent national agreement for the 2009 IECC building energy code to be about 15%
more energy efficient than the 2006 IECC means that new homes currently

7



considered to be energy efficient, including Energy Star homes (15% more energy
efficient than the 2006 IECC), will simply be equivalent to the base building energy
code once the 2009 IECC is adopted by local municipalities in Arizona.

It is essential to plan ahead and develop the performance level for future energy
efficient homes now, as a high performance second tier within the DSM program.
Then the high performance second tier of today's DSM program will become the first
energy efficiency tier in the program in the near future.

Likewise, a second tier for high performance commercial buildings should be
developed and offered in the Non-Residential New Construction program, to address
national and regional initiatives for more energy efficient and green buildings, such as
Architecture 2030, the New Buildings Institute Advanced Buildings, and higher
levels of LEED.

The most opportune time for builders, developers, and designers to consider
significant changes and upgrades to their building designs and production systems is
when the housing and construction industry is depressed. Now is the time to work
with the building industry to develop the high performance buildings of the future.4
The second tier, high performance program elements should be developed, approved
by the Commission, and implemented as soon as possible, so that high performance
and zero-net energy building projects can be developed now.5

Q, Does SWEEP have some specific program enhancements in mind, which could
be added as program elements within existing Commission-approved DSM
programs?

A. Yes, SWEEP recommends the following program enhancements be added as
program elements (not new programs) within the existing Commission-approved
DSM programs at this time.
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High Performance and Zero-Net Energy Homes

APS should build on its current residential energy efficiency programs and implement
a second tier, high performance home program element within the Residential New
Construction program, i.e., new homes that are at least 30%-more energy efficient
than the 2006 IECC building energy code. This high performance home program
element should serve as the energy efficiency component of an integrated zero-net
energy home effort in Arizona (when combined with the renewable energy
component).

4 SWEEP first recommended DSM program support for zero-net energy homes to the Commission on April
4, 2006 in Docket No. E»01345A-05~0477 (the APS DSM program docket), during Commission review of
the APS residential DSM programs.
5 APS and SWEEP have been discussing and developing a second tier, high performance home program
element for several months. Therefore, APS should be able to file a proposal and report very soon.
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High Performance and Zero-NetEnergy Commercial Buildings

APS should build on its current non-residentiad energy efficiency programs and
develop a second tier, high performance commercial building program element within
the Non-Residential New Construction program to provide DSM program support of
zero-net energy commercial buildings, coordinated with renewable energy efforts -
similar to the residential high performance home program element above.

Home Performance Pro gram Element for the Existing HomeHV AC Program

APS should build on its current residential energy efficiency programs and prepare a
proposed Home Performance program element nth in the residential Existing Home
HVAC program focused on capturing building shell, airsealing, duct sealing, and
other opportunities for energy savings in existing homes, in addition to the savings
from HVAC systems.

Additional Funding and Program Enhancements for the Low Income Program

APS should review its current low income program, review the effectiveness of the
program and program elements, review the capability of the program and its partners
to reach additional low income customers, and propose a budget increase and
program enhancements identified during the review. The DSM Collaborative
members, including Staff; as well as the low income and community action agencies,
should participate in the review of the low income program.

Schools Customer Repavment Program Element

APS should develop a "customer repayment" element, possibly including on-the-bill
repayment, for schools. In this program element, APS would pay for 100% of the
measure installation cost up front. The school would receive a financial incentive
(equivalent to a rebate amount) and the remainder of the cost would be repaid by the
school on a monthly basis, using the energy cost savings.

Small Business Customer Repayment Program Element
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APS should develop a "customer repayment" element, possibly including on-the-bill
repayment, for small businesses, similar to the element proposed for schools above.
The program element should include direct installation services provided by vendors
and contractors.
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Funding to Support the Energy Efficiency Standard EES Goals

Q. What level of funding should be authorized to achieve the goals of the EES and
secure the associated benefits?

A. The Commission should authorize adequate funding to achieve the goals of the EES.
SWEEP estimates that energy efficiency program funding of $0.0025 per kph of
retail energy sales (2.5 mills) will be necessary to ramp up and expand the energy
efficiency programs in 2010-2011 to get on track to achieve the EES goals by 2020.
By2011 , total DSM energy efficiency funding should be increased &om about $25
million currently (the estimated spending in 2008) to $75 million. Annual iimding
should be increased to at least $50 million in 2010, to support the continued ramp up
of the programs.

Inadequate roding of DSM energy efficiency programs and the resulting under-
achievement of most-effective energy efficiency would lead to higher total mosts for
customers.

Development of an EES Implementation
Plan for the APS Service Territory

Q. Should an EES implementation plan for the APS service territory be developed?

A. Yes. APS should file an implementation plan to achieve the goals of the EES,
covering the 2009-2020 program years. The EES Implementation Plan should be
developed by APS with input from and review by the Collaborative DSM Worldng
Group, which includes Commission Staff and interested parties. The EES
Implementation Plan would be reviewed by Staff; and then be reviewed and approved
by the Commission prior to implementation.

Since Staff will participate directly in the development of the EES Implementation
Plan as pan of the DSM Collaborative Worldng Group, the Commission should
provide up to 60 days for Staff review of the EES Implementation Planalter it is filed
by APS. The expansion of approved DSM programs should proceed as a result of the
order in this proceeding, and should not be postponed for the development, review,
and Commission approval of the EES Implementation Plan.
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The EES Implementation Plan should include the historical DSM program results,
and should include a forecast for the expansion of the existing Commission-approved
DSM energy efficiency programs.
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DSM Funding and Cost-Recovery Mechanisms

Q, Which DSM funding and cost-recovery mechanisms should be used to provide
the additional DSM funding that will be needed to achieve the goals of the EES?

A. In general, energy efficiency funding and cost recovery could be accomplished
through iimding in base rates, a DSM adjustment mechanism, a system benefits
surcharge, amortizing or capitalizing the DSM investments over time, or a
combination of funding mechanisms.

For APS, the Commission previously audiorized a two-part DSM funding and cost-
recovery mechanism, with one portion of the DSM funding in base rates ($10 million)
and the second portion of the DSM funding recovered using a DSM adjustment
mechanl'sm (for the amount in excess of the base rate DSM allowance).

The two-part approach is adequate for the current level of authorized DSM funding.
The Commission could choose to expand the current two-part approach or build upon
it by using an additional funding mechanism for some or all of the additional funding
needed to meet the goals of the EES.

Q. Are there DSM funding and cost-recovery mechanisms that would reduce the
rate impacts of the DSM program funding increase in the early years of the
EES?

A. Yes. The Commission could choose to amortize or capitalize a portion of the DSM
expenditures, similar to how investments in power plants are recovered through
customer rates over time, thereby reducing the customer rate impacts of DSM
programs in the early years of the EES. For example, the Commission could spread
the additional DSM costs to ratepayers across several years (e.g., 5 years) in a manner
that acknowledges that the energy etiiciency benefits be achieved over several years.

Q. Could a combination of DSM funding and cost-recovery mechanisms be used?

A. Yes. For example, the APS DSM energy efficiency funding could consist of a
portion in base rates, a portion recovered through the DSM adjustment mechanism,
and a portion capitalized or amortized over five years or more.
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Q, Does SWEEP have a preference for a particular funding and cost-recovery
mechanism in this case?

A. SWEEP is open to considering any of the above funding and cost-recovery
mechanisms and combinations. SWEEP does not have a strong preference for one
particular mechanism. However, any funding mechanism or combination of
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mechanisms should have, at a minimum, the same advantages of the two-part base
rate and DSM adjustment mechanism approach in place at APS now, including but
not limited to the flexibility to adjust funding outside of a rate case to meet customer
demand for cost-effective, Commission-approved DSM services, and the ability to
increase DSM funding above a base amount in the event that additional DSM
programs are approved by the Commission between rate cases. In addition, SWEEP
believes it would be best to build on the existing funding mechanisms and use a
combination of mechanisms, as in the examples above, rather than implementing a
new mechanism for 100% of the DSM funding.

Remov°mg Disincentives to Large Scale Energy Efficiency Programs

Q, In Mr. Pickles' direct testimony (p. 22) APS proposes that it recover its program
costs in the same year that they are spent and that this amount be based on
projected DSM spending for both approved and pending programs, with a true
up to actual spending and recoveries in the following year. Do you support this
proposal?

A. Yes. As energy efNeiency programs increase in scale, APS should be assured that it
will recover its costs in a timely manner. Delays in cost recovery may be a
disincentive for APS to increase its efficiency program effort.

Q. Mr. Pickles also indicates (p. 7) that under traditional ratemaking, utilities that
administer large scale energy efficiency programs see a decline in revenue that
results in the utility not fully recovering its fixed costs through rates. He also
implies that in jurisdictions which do not address the recovery of lost revenues to
cover fixed costs there is a disincentive to utilities to engage in large scale energy
efficiency programs. Do you agree that this is an issue?
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A. SWEEP agrees that under-recovery of fixed mosts is an issue. However, SWEEP does
not support APS' proposed remedy. .

Q. APS proposes to collect the otherwise unrecovered fixed costs due to DSM
programs through an adjustment for lost net revenues. The APS-proposed
adjustment recovers the difference between average retail rates and average
variable costs for fuel and purchased power (Pickles direct testimony, p. 21). In
particular, Mr. Pickles states (p. 21, lines 19-24) that APS proposes to "collect
otherwise in-recovered fixed costs due to implemented DSM programs based on
the MWh impacts in the previous year priced at the average retail rate less
average variable costs for fuel and purchased power. These lost fixed cost
contributions should include the impacts of all DSM programs since the last rate
case but still within the life of the DSM measures." Does SWEEP support APS'
proposal to recover what amounts to lost net revenues?

12
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A. No. SWEEP does not support lost net revenue recovery in general and SWEEP does
not support APS' proposal specifically. While the recovery of otherwise unrecovered
fixed costs removes a disincentive to APS' willingness to expand its energy
efficiency programs significantly, there are several major disadvantages to APS'
proposal.

Q, What does SWEEP recommend instead?

A. SWEEP recommends a two-prong approach to address this issue, through a
combination of the use of a more current or future test year to reduce regulatory lag,
and decoupling or some other mechanisms to break the link between sales and
revenues.

Regarding the second prong, SWEEP supports decoupling mechanisms to address
issues related to energy efficiency, i.e., when such mechanisms would be effective in
substantially increasing customer energy efficiency and reducing the financial
disincentive to utility support of increased energy efficiency. SWEEP is not in favor
of decoupling solely or primarily as a mechanism for the utility to recover authorized
fixed costs. Therefore, in SWEEP's view the implementation of decoupling is
premised on substantial increases in APS support of customer energy efficiency, and
the decoupling mechanism would reduce the financial disincentive to the utility of
such increased energy efficiency.

Commission approval of a decoupling mechanism, combined with Commission direct
action to reduce regulatory lag (e.g., addressing the lagged effects of historic test
years), would remove the financial disincentive and would increase APS support for
energy efficiency. Increased APS support for energy efficiency would include
increased DSM programs, and it should also include increased support of customer
education and awareness efforts, energy efficient appliance standards, building
energy codes, and state or federal legislation to increase energy efficiency. In other
states, utility enthusiasm and support for energy efficiency has increased dramatically
in utilities where decoupling has been implemented.

Performance Incentives for Energy Efficiency Program Administration
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Q. APS, in Mr. Pickles direct testimony (p. 21), recommends that it be permitted to
earn an increased performance incentive by removing the existing eap on APS'
performance incentive (currently set at 10% of program expenditures). APS
proposes to retain the current sharing relationship between ratepayers (who
receive 90% of the net benefits of the programs) and shareholders (who receive
10%). Does SWEEP support APS' proposal?

A. SWEEP does not support removing the cost cap on the performance incentive.
SWEEP recommends increasing the cap to 20% of program expenditures, which

13
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would allow APS to earn a larger portion of the share of net benefits (10%) allocated
to APS (currently the cost cap results in APS actually earning a smaller portion of the
10% of net benefits). It is important to ensure that a substantial majority of the net
benefits of the program accrue to customers, and that the vast majority of program
expenditures fund program efforts to benefit customers, not earnings for APS.

Q, Does SWEEP have any recommendations or proposals for revising the
performance incentive?

A. SWEEP is developing a revised energy efficiency program performance incentive,
which SWEEP will file in the rate design portion of this proceeding.

Other DSM and Pricing Approaches

Q, Are there other approaches to achieving energy savings and peak demand
reductions that SWEEP recommends?

A. Yes. SWEEP supports complementary approaches such as demand response and load
management programs to encourage peak load reductions, and pricing and rate
designs to encourage energy efficiency and reduce peak demand. SWEEP supports
these approaches as complements to effective energy efficiency policies and
programs, not as replacements for cost-effective utility DSM energy efficiency
programs.

Other DSM Issues

Q, Are there other DSM and energy efficiency issues that require Commission
attention and action?

A. Yes, SWEEP plans to address several other generic or over-arching DSM-related
issues before the Commission, including the avoided costs used for cost-effectiveness
analysis of the measures and programs, the program and portfolio planning process,
the process for regulatory review, and reporting of DSM programs. SWEEP plans to
address these issues in other forums before the Commission.
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Q, Does that conclude your direct testimony?

A. Yes.
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Introduction

Q.  P lease state your.  name and business address.

A. My name is Jeff Schlegel .  My business address is 1167 W. Samalayuca Drive, Tucson,
Arizona 85704»3224.

Q.  For  whom and i n  what  capac i t y  a re  you  t es t i f y i ng?

A.  I  am test i f y ing on behal f  o f  the Southwest  Energy Ef f i c iency Pro ject  (SWEEP).  I  am the
Arizona Representat ive for SWEEP.

Q.  P lease descr ibe Southwest  Energy Ef f i c iency Pro ject .

A . SWEEP is a publ ic interest  organizat ion dedicated to advancing energy ef f ic iency as a means
of  p romot i ng  bo th  economic  p rosper i t y  and env i ronmenta l  p ro tec t i on  i n  t he  s i x  s t a tes  o f
Ar i zona,  Colorado,  New Mexico,  Nevada,  Utah,  and Wyoming.  SWEEP works on s ta te
energy leg is la t ion,  analys is  of  energy ef f i c iency opportuni t ies and potent ia l ,  expansion of
state and ut i l i t y  energy ef f i c iency programs as wel l  as the design of  these programs,
bu i ld ing energy codes and appl iance s tandards,  and vo luntary  par tnersh ips w i th  the pr i vate
sector to advance energy ef f i c iency.  SWEEP is col laborat ing wi th ut i l i t ies,  state agencies,
envi ronmental  groups,  univers i t ies,  and energy specia l i s ts in  the region.  SWEEP is funded
pr imar i l y  by foundat ions,  the U.S.  Department  of  Energy,  and the U.S.  Envi ronmenta l
Pro tec t i on  Agency.

Q. What are your professional qualifications for presenting testimony in this docket?
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A. I  am an independent  consul tant  specia l i z ing in pol icy analysis,  evaluat ion and research,
p lanning,  and program design for  energy ef f i c iency and c lean energy resources.  I  consul t
for  publ i c  groups and government  agencies,  and I  have been work ing in  the f ie ld  for  over 20
years.  In  addi t ion to  my responsib i l i t i es w i th  SWEEP,  I  am work ing or have worked
extensively in  many of  the leading states that  have ef fect i ve energy ef f i c iency programs,
inc luding Cal i forn ia,  Connect icut ,  Massachuset ts ,  New Jersey,  Vermont ,  and Wisconsin.  In
1997,  I  rece i ved the Outs tand ing Ach ievement  Award f rom the In ternat i ona l  Energy
Program Evaluat ion Conference.  I  have represented SWEEP before the Commission s ince
2002 .
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1 Q. Did you file direct testimony in this case?

A. Yes. I filed direct testimony on behalf of SWEEP in December 2008, addressing Demand
Side Management (DSM) and energy efficiency issues.

Q. What is the purpose of your testimony?

A. In my testimony I summarize the benefits of increasing energy efficiency in the APS service
territory and demonstrate that increasing energy efficiency is in the public interest. I
address the DSM and energy efficiency portions of the Settlement Agreement, and I provide
responses to Chairman Mayes' questions in her letter dated June9, 2009 on these issues.

Q. Did you participate in the APS settlement discussions?

A. Yes. I participated in many of the settlement meetings and I worked with other parties to
develop specific provisions of the Settlement Agreement, focusing primarily on the DSM
and energy efficiency provisions.

The Public Interest: Benefits of Increasing Energy Efficiency

Q. What is the public interest in increasing energy efficiency for customers in the APS service
territory?

A. Increasing energy efficiency will provide significant and cost-effective benefits for APS
customers (residential consumers and businesses), the electric system, the economy, and
the environment. Increasing energy efficiency will save money for consumers and
businesses through lower electric bills, resulting in lower total costs for customers.
Increasing energy efficiency will also reduce load growth, diversify energy resources,
enhance the reliability of the electricity grid, reduce the amount of water used for power
generation, reduce air pollution and carbon emissions, and create jobs and improve the
economy. in addition, meeting a portion of load growth through increased energy
efficiency can help to relieve system constraints in load pockets.
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By reducing electricity demand, energy efficiency mitigates electricity and fuel price
increases and reduces customer vulnerability and exposure to price volatility. Energy
efficiency does not rely on any fuel and is not subject to shortages of supply or increased
prices for natural gas or other fuels.

Energy efficiency is a reliable energy resource that costs less than other resources for
meeting the energy needs of customers in the APS service territory. The total cost (sum of
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p r o g r a m  a n d  c u s t o m e r  c o s t s )  f o r  e n e r gy  e f f i c i e n c y  s a v i n gs  i s  t w o  t o  f o u r  c e n t s  p e r  l i f e t i m e

k p h  s a v e d ,  d e l i v e r e d  t o  t h e  c u s t o m e r .  T h i s  i s  s i gn i f i c a n t l y  l e s s  t h a n  t h e  c o s t  o f

c o n v e n t i o n a l  ge n e r a t i o n ,  t r a n s m i s s i o n ,  a n d  d i s t r i b u t i o n .  T h e  u t i l i t y  p r o g r a m  c o s t  t o  A P S

r a t e p a y e r s  i s  e v e n  l o w e r ,  a b o u t  t w o  c e n t s  p e r  l i f e t i m e  k p h  s a v e d  f o r  a  c o m p r e h e n s i v e

p o r t f o l i o  o f  p r o g r a m s  d e s i gn e d  t o  s e r v e  a l l  c u s t o m e r  s e c t o r s .  A s  A P S  h a s  b e e n  r a m p i n g  u p

i t s  p r o gr a m s  i n  2 0 0 5 - 2 0 0 8 ,  t h e  e n e r gy  e f f i c i e n c y  s a v i n gs  h a v e  b e e n  a c h i e v e d  a t  a  c o s t  t o

A P S  r a t e p a y e r s  o f  a b o u t  o n e  c e n t  p e r  k p h  s a v e d .

9

1 0

1 1

Q -  W h a t  l e v e l  o f  e n e r g y  s a v i n g s  c a n  b e  a c h i e v e d f r om  en er g y  e f f i c i en cy  p r og r am s?

A . L e a d i n g  s t a t e s  a r e  a c h i e v i n g  a n n u a l  e n e r gy  s a v i n gs  e q u i v a l e n t  t o  o r  e x c e e d i n g  1 %  o f  r e t a i l

e l e c t r i c i t y  s a l e s . 1  I n  a d d i t i o n ,  r e c e n t l y  s t a t e s  h a v e  b e e n  s e t t i n g  h i gh e r  go a l s ,  s o m e  a r o u n d

1 . 5  t o  2 . 5 %  o f  r e t a i l  e l e c t r i c i t y  s a l e s . 2  I n  V e r m o n t ,  t h e  s t a t e w i d e  p r o g r a m s  a c h i e v e d  e n e r gy

s a v i n gs  e q u i v a l e n t  t o  2 . 5 %  o f  r e t a i l  e n e r gy  s a l e s  i n  2 0 0 8 . 3

T h e  W e s t e r n  G ov e r n or s '  As s oc i a t i on E n e r gy  E f f i c i e n c y Task F o r c e  s t a t e d :  " W e  f i n d that i t  is

feas i b l e  to r educe  e l ec t r i c i ty  use  20%  f r om  pr oj ec ted  l eve l s  i n  2020 ,  and  do so cost

e f f e c t i v e l y ,  t h r o u gh  f u l l d e p l o y m e n t o f  b e s t  p r a c t i c e  p o l i c i e s  a n d  p r o gr a m s . " 4

S W E E P  r e c om m e n d s  a c h i e v i n g  a t l e a s t  2 0 %  t o 25%  en er g y  sav i n g s  b y  2020  th r ou g h

i n cr eased  en er g y  e f f i c i en cy .  S WE E P  a l so r ecom m en d s  ach i ev i n g  a t l eas t th r ee  q u ar te r s  of

th e  20%  to 25%  tota l  en er g y  sav i n g s  (or a t  l eas t 15%  to 20%  sav i n g s  b v  2020)  th r ou g h  u t i l i ty

sector  en er g y  e f f i c i en cy  p r og r am s,  w i th  th e  r em ai n i n g  5%  sav i n g s  f r om  oth er  en er g y

ef f i c i ency pol i c i es  i ncl ud i ng  bu i l d i ng  ener gy codes and  app l i ance standar ds.

D S M  a n d  E n e r g y  E f f i c i e n c y  P r ov i s i on s  i n  t h e  S e t t l e m e n t  A g r e e m e n t

1 2
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Q .  P l e a s e  s u m m a r i z e  t h e  DS M  e n e r g y  e f f i c i e n c y  p r ov i s i on s  i n  t h e  S e t t l e m e n t  Ag r e e m e n t .

A .  T h e  D S M  e n e r gy  e f f i c i e n c y  p r o v i s i o n s  a r e  c o n t a i n e d  i n  S e c t i o n  X I V  o f  t h e  A g r e e m e n t .  T h e s e

p r o v i s i o n s  s e t  f o r t h  s e v e r a l  i n i t i a t i v e s  a i m e d  a t  i n c r e a s i n g  e n e r gy  e f f i c i e n c y  f o r  a l l  c u s t o m e r

c l a s s e s  t h r o u gh o u t  t h e  A P S  s e r v i c e  t e r r i t o r y .  T h e  A gr e e m e n t :  ( 1 )  s e t s  e n e r gy  e f f i c i e n c y

go a l s  f o r  A P S  f o r  t h e  2 0 1 0  t o  2 0 1 2  p e r i o d ;  ( 2 )  m o d i f i e s  t h e  e x i s t i n g  p e r f o r m a n c e  i n c e n t i v e

t o  e n c o u r a ge  A P S  t o  a c h i e v e  o r  e x c e e d  t h e  go a l s ;  ( 3 )  r e q u i r e s  A P S  t o  f i l e  a n  a n n u a l  E n e r gy

E f f i c i e n c y  I m p l e m e n t a t i o n  P l a n  f o r  t h e  C o m m i s s i o n ' s  a p p r o v a l ;  ( 4 )  i n c l u d e s  s e v e r a l  s p e c i f i c

n e w  o r  e x p a n d e d  p r o g r a m s  o r  p r o g r a m  e l e m e n t s  t o  h e l p  a c h i e v e  t h e  A g r e e m e n t ' s  e n e r g y

1 ACEEE. State Scorecard Report. 2008.

z ACEEE. Laying the Foundation for Implementing a Federal Energy Efficiency Standard. March 2009.

s Efficiency Vermont (EW ) Preliminary Annual Report for zoos. March 2009.

4 Western Governors' Association, Clean and Diversified Energy Initiative, Energy Ejj7ciency Task Force Report,

January 2006, p. v.



r 4

TESTIMONY oF JEFF SCHLEGEL, SWEEP

DOCKET no. E-01345A-08-0172

PAGE 5

efficiency goals; (S) allows large commercial or large industrial customers to "self direct"
DSM program funding, under specific parameters; and (6) modifies the Company's Demand
Side Management Adjustment Clause (DSMAC) to better match expenditures and cost
recovery similar to the clause the Commission recently adopted for Tucson Electric Power
(TEp).

Q. Please describe the energy efficiency goals in the Agreement.

A. The Settlement Agreement sets energy efficiency savings goals, defined as annual energy
savings of 1.0% in 2010, 1.25% in 2011, and 1.5% in 2012, expressed as a percent of total
energy resources needed to meet retail load. Cumulative annualized energy savings from
the programs implemented in 2010-2012 would be approximately 3.75% (1.00% + 1.25% +
1.50%) of total energy resources needed to meet retail load in 2012. If higher goals are
adopted by the Commission for 2010, 2011 or 2012 in another docket, then those higher
goals will supersede the goals listed above, as will any higher performance incentives. The
modifications to the existing performance incentive are designed to encourage APS to meet
or exceed the energy efficiency goals.

Q, What are the new or expanded programs or program elements to help achieve the
Settlement Agreement's energy efficiency goals?

A. The proposed DSM energy efficiency program enhancements and program elements
include the following:

• Residential High Performance New Homes
• Residential Existing Home Performance (with a target to serve at least 1,000 homes

by December 31, 2010)
• Low income Weatherization Enhancements
• Non-Residential High Performance New Construction
• Non-Residential Customer Repayment Financing
• Schools Program Target (Aps shall serve at least 100 schools by December 31, 2010)
• Large Customer Self-Direction

Many of these new programs will be aimed at increasing energy efficiency measures for
schools, municipalities, residential consumers, and low-income customers.
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Q. Will more details on the 2010 DSM energy efficiency programs and the associated savings,
benefits, and cost associated with the 2010 programs be available in this docket soon?

A. Yes. APS is required to file the 2010 Energy Efficiency Implementation Plan by July 15, 2009,
for the Commission's review and approval in this Docket. The Implementation Plan will
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provide substantially more information on the 2010 programs, program elements, and
program enhancements. SWEEP expects to supplement its Direct Testimony in this Docket
by providing comments on the 2010 Implementation Plan, once that Plan is available for
review. SWEEP will provide specific comments on the details of the program enhancements
and program elements in its supplemental testimony.

Q. Are these DSM energy efficiency provisions in the public interest?

A. Yes, absolutely. Taken together, these provisions are a major step forward for cost-
effective energy efficiency in Arizona and are in the public interest. Achieving the energy
efficiency goals would save money for APS customers andprovide other benefits for
customers, the electric system, the Arizona economy, and the environment. The specific
benefits of the 2010 programs will be documented in the 2010 Energy Efficiency
implementation Plan to be filed in this Docket on July 15, 2009.

DSM Matters Raised by Chairman Mayes

Q. Chairman Mayes asked how the energy efficiency goals incorporated in the Settlement
Agreement compare to the Parties' recommendations in the energy efficiency workshops.
How does the Settlement compare with SWEEP's recommended energy efficiency goals and
Energy Efficiency Standard (EES)?

In Docket Nos. E-000001-08-0314 and G-00000C-08-0314, SWEEP proposed an Energy
Efficiency Standard (EES) to achieve energy savings equal to at least 15% to 25% of total
energy resources needed to meet retail load in 2020. SWEEP estimated that achieving the
EES goals (15% to 20% by 2020) in the APS service territory is roughly equivalent to
achievingannual energy savings of 1.5% to 2.0% of retail energy sales each year over the
12-year period during 2009-2020, with allowance for some continued ramp up in the early
years.

SWEEP proposed energy efficiency targets of 1.25% of total energy resources to meet retail
load for 2011 and 1.5% in 2012 in its comments in Docket Nos. E-000001-08-0314 and G-
00000C-08-0314. These recommendations are the same as in the Settlement Agreement
for those years. SWEEP also proposed a target of 2.0% for 2013.
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Q. Chairman Mayes asked for comments on whether the same energy efficiency standard that
is being considered in the energy efficiency workshops could be adopted as part of this rate
case. What is your view on this matter?

A.
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A. The Settlement Agreement was specifically designed to require APS to either meet or
exceed any other energy efficiency goals adopted by the Commission. The Agreement
states that if higher efficiency goals are adopted by the Commission for 2010, 2011 or 2012
in another docket, then those higher goals will supersede the goals listed in the Settlement
Agreement, as will any higher performance incentives. On the other hand, if any lower
goals are adopted by the Commission, APS would still be required to comply with the more
stringent levels established in the Agreement. In this manner the Agreement sets forth the
minimum goals for energy efficiency savings.

Demand Response

Q. What provisions does the Settlement Agreement include regarding demand response
programs? Do you support these provisions?

A. The Settlement Agreement includes an optional super peak time of use rate for residential
customers and optional critical peak pricing programs for residential and nonresidential
customers. The Agreement requires that demand response programs be offered and
marketed jointly with energy efficiency programs to increase the chance that participants
also save energy. Also, the Agreement requires APS to prepare a study on the impacts of
demand response rates on the mix of power generation sources, and to determine whether
more coal-fired generation is used as a result of these rates. SWEEP fully supports these
provisions.

Conclusion: Support for the Settlement Agreement

Q. What is your conclusion regarding the APS Settlement Agreement?

A. I believe that the Settlement Agreement is in the public interest. In particular, the
Agreement includes provisions to increase energyefficiency in the APS service territory,
requiring cost-effective investments in Arizona's energy future to meet or exceed energy
savings goals, save money for APS customers (residential consumersand businesses), and
provide other benefits. I recommend that the Commission approve the Settlement
Agreement.

Q. Does this conclude your testimony?
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A. Yes.
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My Testimony addresses the following:

• Action the Commission could take, if it so desires, to address cost recovery concerns

•

raised by APS (Regulatory Support).

Action the Commission could take to stabilize rates, maintain a high quality of

service, reduce rate case Frequency and preserve the financial soundness of APS.

Exempt low income customers from rate base increases and PSA flow-through.

Additional opportunities for APS to propose further development of renewable

technologies .
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1 INTRODUCTION/SUMMARY

2 Q, Please state your name and business address.

3 My name is Ernest G. Johnson, 1200 West Washington Street, Phoenix, Arizona 85007.

4

5 Q, By whom are you employed and in what capacity?

6 I am employed by the Arizona Corporation Commission ("ACC" or "Commission") as the

Director of the Utilities Division.7

8

9 Q~ Briefly describe your responsibilities as Utilities Director.

10

11

I am responsible for the day-to-day operations of the Utilities Division, including policy

development, case strategy and overall Division management.

12

13 Q. Please summarize your educational background and professional experience.

14

15

16

17

18

19

20 Commission.

21

22

In 1979 and 1982, respectively, I earned Bachelor of Science and Juris Doctorate degrees,

both from the University of Oklahoma. I have been involved in the regulation of public

utilities since 1986. I was employed by the Oklahoma Corporation Commission in 1986

in various legal capacities. In 1993, I was named acting Director and served in that

position until mid-1994. I served as permanent Director from mid-1994 until October

2001. In October of 2001, I assumed my current position with the Arizona Corporation

While serving in these capacities,  I have participated in numerous

regulatory proceedings providing policy analysis concerning a variety of regulatory issues

before the Oklahoma Corporation Commission, the Oklahoma State Legislature, and the

23

A.

A.

A.

A.

Arizona Corporation Commission.
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1 Q, What is the purpose of your testimony in this case?

2

3

4

5

I will provide policy level testimony concerning actions that the Commission could take,

if it so desires, to address cost recovery concerns raised by APS associated with growth.

Additionally, I identify and discuss key considerations and outcomes that are raised by

this proceeding.

6

7 Q.

8

Will you be responding to specific APS witnesses?

Yes, my testimony will touch upon issues raised by APS witnesses Donald E. Brandt and

Daniel A. Kearns.9

10

11 Q- Who else is providing Staff testimony and what issues will they address?

12 Staff will present the following witnesses:

13 •

14

Mr. Ralph Smith provides testimony on Revenue Requirements, Rate Base, Net

Operating Income, Other Miscellaneous Issues.

15

16

Mr. David Purcell provides testimony on Cost of Capital.

Mr .  F r ank Rad igan p r o vid es  t e s t im o ny o n Ra te  Des ign  and  Dem and - S id e

17

18 •

Management.

Mr. Ken Stroll provides testimony on Engineering.

19

20 Q- How is your testimony being presented?

21 My testimony is organized into 3 sections.

22

23

Section I addresses regulatory support.

Section II addresses key outcomes.

Section III addresses other considerations.24

A.

A.

A.

A.
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1 SECTION I - REGULATORY SUPPORT

2 Q- Mr. Johnson, has APS raised concerns in its Direct Testimony regarding the Arizona

3 Regulatory Process?

4

5

Yes, at various points in his direct testimony, Mr. Brandt discusses the use of the historical

test year rate setting practice traditionally used by this Commission.

6

7 Q. Can you provide an example?

8

9

10

11

12

Yes, beginning at page 12, line 10 of his direct pre-tiled testimony, Mr. Brandt states

"APS faces serious financial challenges that require innovative solutions from both the

company and the Commission. The company asks that the Commission recognize in this

proceeding that the historical test year rate setting practice traditionally used to set APS's

rates can and should be adapted to address the challenges now confronting APS."

13

14 Q- Mr. Johnson, do you have any general observations regarding Mr. Brandt's

15 c0mmentg?

16 Yes I do. In my view, it has been all too easy for APS and others to criticize the

17

18

19

20

ratemddng process in Arizona. And while we recognize that some criticism may

occasionally be deserved, some is not and some is simply convenient. Nonetheless, the

recommendations that Staff will be rnaldng in this proceeding represent our desire to apply

pro-active, forward thinking regulatory practices which promote die public interest.

21

22 Q- Mr. Johnson, what do you believe is the ultimate goal of the ratemaking process?

23

24

In my view, the ultimate goal or desired outcome of the ratemaking process is to arrive at

rates that are fair, just and reasonable.

25

A.

A.

A.

A.
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1 Q- Mr. Johnson, what are Staff's goal(s) in this case?

2 Staffs goal in this case, as in all cases, are:

3

4

5

to balance the interests of both customers and the utility,

to arrive at rates that are fair, just and reasonable, and

to ensure the provision of high quality utility service to customers.

6

7 Q- Mr. Johnson, have recent events in the financial markets influenced the policy

8 recommendations that Staff will be making in this proceeding?

9

10

Yes, prior to mid-September 2008, Staff' s principal policy views were generally grounded

in the application of traditional ratemaldng practices.

11

12 Q- Could you explain?

13

14

15

16

17

Yes. An example would be utilization of a historical test period. This jurisdiction has

traditionally utilized an adjusted historical test period in contrast to a forecasted, future or

pmially-projected test period. As a consequence, recognition of post-test year plant

additions has been generally discouraged. However ,  this pract ice  has not  been

mechanically applied and has been and should be determined as appropriate to the facts of

18 each case.

19

20 Q-

21

Specifically, how have the events occurring in the financial markets since mid-

September affected StamPs policy recommendations in this case?

22

23

24

25

As I will discuss later in this testimony, Staff does not believe that the Commission should

strictly apply test year end principles across the board in this case. Prior to mid-

September 2008, Staff would not have considered recommending any of the actions

identified by Mr. Brandt as ways to help APS cope with costs associated with growth.

26

A.

A.

A.

A.
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1 Q- Why not?

2 Generally, we were not convinced that any non-traditional, extraordinary regulatory tools

Despite the rather consistent claims of APS, Staff3 were necessary or appropriate.

remained unconvinced that APS had adequately demonstrated the need for such relief.4

5

6

7

Even now, Staff has some reservations about utilization of non-traditional regulatory tools,

but that reluctance has been somewhat mitigated by die well publicized and very real

downturn in our national economy and the resulting difficulties associated with obtaining

8 credit.

9

10 Q-

11

In addition to events occurring in the Capital markets, are there other unique factors

affecting APS that warrant non-traditional, extraordinary ratemaking treatment?

12 Staff notes that APS has sought emergency rate relief twice in the last several years. APS

13

14

15

16

also experienced a ratings downgrade in 2005. APS' difficulties appear to have predated

the current economic crisis, and that ongoing crisis is not likely to create an atmosphere in

which APS can improve its Financial condition absent non-traditional or extraordinary

regulatory treatment.

17

18 Q- Mr. Johnson, has Staff identified any actions that it would recommend the

19 Commission take to help APS cope with the cost of growth?

20 Yes, Staff is recommending partial inclusion of post-test year plant additions to rate base.

21

22 Q- Please explain.
cc. . .APS23 In his pre-tiled direct testimony at page 75, Mr. Brandt states as follows:

24

25

proposes that the Commission include in rate base the dollars that the company had

already invested in capital prob ects that were not in service at the end of the test year, but

that will have closed by the time rates go into effect."26

A.

A.

A.

A.
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1 Q- What is your understanding of APS's proposal?

2

3

4

It is my understanding that APS desires rate base recognition in this proceeding of plant

for which it had made capital investments but which was not in service at the test year end

of December 31, 2007, but will be in service by the time new rates emanating from this

case become effective.5

6

7 Q. How does the Staff proposal differ from the APS proposal?

8

9

Staff would include post-test year plant through December 31, 2008, while APS proposes

plant inclusion through late 2009, when new rates are expected to become effective.

10

11 Q- Has Staff identified the effect its recommendation would have on the APS revenue

12 requirement?

13

14

15

Yes, Mr. Smith identifies the rate base adjustments and the revenue requirement impact in

his testimony and I would direct the Commission to his testimony for Staff's specific

dollar adjustment period.

16

17 Q- In your view, Mr. JohNson, would such rate base recognition by the Commission be

the 'Traditional' treatment accorded to post-test year plant?18

19

20

No, in my experience here at the Commission, while the Commission has at times looked

beyond the historical test period, the treatment proposed by APS certainly would be

21 ' atypical '

22

23 Q. So, why is Staff recommending partial acceptance of APS's proposal?

24

25

26

A.

A.

A.

A.

A. Candidly, it was quite difficult for Staff to move to the point of partial acceptance of APS'

proposed treatment of post-test year plant. While Mr. Smith discusses the accounting

ramifications and revenue requirement impact of partial acceptance of APS' proposal



Direct Testimony of Ernest G. Johnson
Docket No. E- 01345A-08-0172
Page 7

1 concerning post-test year plant, I will offer comments from a policy perspective. As I

2

3

4

5

indicated previously, believe the ultimate goal of ratemaking is to ensure that customers

receive high quality service but that they are charged rates that are fair ,  just and

reasonable. In the determination of rates which are fair,  just and reasonable, it is

necessary for the Commission to consider and seek to balance the interests of the Utility

6

7

8

9

10

11

12

13

14

15

16

and its customers. 111 this case, Staff was concerned with the significant post-test year

plant level for which investment had been made by test year end which might not be

subject to rate base treatment until a future rate case. Staff was concerned that delay in

cost recovery of significant plant investment could adversely affect APS' ability to access

the credit markets, especially during a period, such as the present, where there has been a

severe tightening of credit for all of us. Staff readily acknowledges concerns with this

approach because it is 'non-traditional'. However,  we believe at this time that the

certainty surrounding this plant investment, coupled with the representations of Mr.

Brandt that this treatment "would improve both cash flow and eating", (Brandt Direct

testimony p. 75, lines 23-24) should enhance APS' opportunities in the credit markets.

Staff generally agrees that ratepayers stand to benefit in the form of reduced borrowing

17 costs if ANS has reasonable access to credit markets. While Staff continues to urge

18 caution as the Commission considers and seeks to balance this proposition, Staff

nonetheless believes that utilization of some "extraordinary regulatory tools" may be19

20 warranted under current economic conditions.

21

22 Q-

23

Mr. Johnson, is Staff recommending utilization of any other "enhanced" regulatory

tools to assist the Company to better manage its financial situation?

24

25

A. Yes,  as will be discussed by other  witnesses in this case,  Staff is recommending

enhancements or methodological changes in the areas of cost of equity and fair value.
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1 Q- Could you please explain?

2 In the area of cost of equity, Staff is recommending an 11 percent cost of common equity

3 which is addressed in the testimony of Mr. David Purcell. Mr. Parcels ultimately

4

5

recommends a cost of equity which exceeds his mid point and is at the highest end of his

recommended range. Mr. Parcell's recommendation is in part based upon Staff' s desire to

aid APS in its efforts to secure access to capital.6

7

8 Q- What about Staffs fair value determination?

9 Staffs proposed treatment is addressed in the testimonies of Mr. Smith and Mr. Purcell.

10

11

12

However, as a policy matter, Staff is proposing a fair value treatment that recognizes a 1.5

percent return to the fair value increment. If adopted, this method should further assist

APS in presenting itself as attractive to both lenders and investors.

13

1 Q~

15

So Mr. Johnson, what is the point of Staff's recommendations and utilization of the

extraordinary regulatory tools that you have outlined?

16

17

18

19

20

21

22

Staff is identifying means by which the Commission may provide further "regulatory

support to APS". In Staffs view over the last several years, the Commission has in fact

already provided regulatory support to APS, particularly in the area of fuel and purchased

power. APS enjoys one of the most forward-thinking, fuel and purchased power

adjustment mechanisms in operation. Notwidistanding these efforts by the Commission,

APS is requesting further assistance. Staff has sought to identify additional 'regulatory

tools' which, if implemented, may provide assistance to APS as it attempts to access credit

markets and address its overall financial situation.23

A.

A.

A.
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A.

Q-

A.

Q-

Q-

A.

Mr. Johnson, has Staff sought to quantify the effect its recommendations would have

on APS's FFO to debt ratio?

Staff has accepted Mr. Brandt's representation that "a regulatory mechanism that would

allow the Company to include such plant in rate base (thereby allowing APS to am a

velum on that plant, as well as recover book depreciation and property tax expenses)

would improve both cash flow and earnings" (Brandt direct testimony p.75 lines 22-25).

Do you know what the effect would be on APS's earnings?

I would simply refer to the testimony of Mr. Brandt where he states as follows, "Because

of its direct relation to the Company's construction program, this tool is particularly useful

to prevent the erosion of earnings and cash flow that will otherwise result from high levels

of capital spending required in APS' growth environment". (Brandt direct testimony p.76,

lines 7-10). Additionally, Mr. Brandt states, "In fact, to ensure that post-test year plant

additions adjustment is based on known and measurable costs, the Company proposes to

periodically update its pro forma calculations throughout this proceeding prior to open

meeting in this matter".

would help address concerns with known and measurable costs'?

Does Staff agree with Mr. Brandt that 'periodic updates of pro forma calculations

From a policy perspective, more certainty is generally better than less certainty.

extent that these updates would provide certainty, Staff would find them helpful.

To the
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1 Q- Mr. Johnson, is it possible that Staff may modify its recommendations based upon

2 the information contained in the periodic updates discussed by Mr. Brandt?

3

4

5

6

7

Yes, it is possible, however, Staff would likely have concerns with post-test year end plant

recognition occurring more than a year beyond the end of the test period. Under the APS

proposal, plant would be eligible for rate base inclusion even though that plant would be

placed in service almost 21 months beyond test year end. If the APS proposal is adopted,

it would truly be 'atypical' ratemaking treatment in Arizona.

8

9 Q- Mr. Johnson, does Mr. Brandt identify other actions the Commission could take to

10 help APS cope with the costs of growth?

11 Yes, Mr. Brandt discusses other actions including an atteNtion adjustment.

12

13 Q-

14

Mr. Johnson, who is the Staff witness who responds to Mr. Brandt concerning other

actions the Commission could take to help APS cope with the easts of growth?

15

16

Mr. Smith is providing responsive testimony which among other things addresses the

Company's request for an attrition adjustment.

17

18 Q- Mr. Johnson, is Staff recommending an attrition adjustment?

19 No.

20

21 Q-

22

Why not?

In his testimony, Mr. Smith discusses this issue and states the Staff rationale regarding

23 utilization of an attrition adjustment

24

A.

A.

A.

A.

A.
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1 Q-

2

Mr. Johnson, doy0u have any policy concerns related to APS' request for an

attrition adjustment?

3

4

5

7

Yes, from a policy perspective, if the Commission were to determine that an attrition

adjustment is necessary, I would recommend that the Commission simultaneously

consider how such an attrition adjustment would further the public interest and provide

tangible benefits to customers such as increased utilization Of renewable resources, and

whether there are preferable ways to address such objectives.

8

9 SECTION II .. 1Q8Y OUTCOMES

10 Q- Mr. Johnson, from Staff's perspective what are some of the key outcomes that

11 should result from this proceeding?

12 In Staff' s view, key outcomes resulting from this proceeding should include the following:

13 • Rate stability for customers,

14

15

Continuation of high quality of service,

Reduction in rate case frequency, and

Preservation of financial soundness of APS.16

17

18 Q- Mr. Johnson, please discuss 'rate stability for customers'?

19

20

21

22

23

24

Since the issuance of Decision #67744 in April 2005, it seems that the rates charged to

APS customers have been in flux. During the period covering.2005 until now, APS

customers have seen significant increases in their utility bills largely attributable to

significant increases in fuel and purchased power costs. APS, like many other electric

utilities in the United States, has been affected by increased fuel and purchased power

costs, increased unrecovered Mel and purchased power expense, and the need to timely

recover these costs. Here in Arizona, the Commission has convened several dockets and25

26

A.

A.

A.

issued several orders pertaining specifically to APS and its under-recovery of its fuel and
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1

2

3

4

5

purchased power costs. The point of these comments is simply to establish the backdrop

against which this present request by APS is being considered. As Staff has considered its

recommendations in the current proceeding, Staff has concluded that 'rate stability' should

be one of the key considerations or outcomes. In these times of further extreme belt-

tightening, predictability and certainty as to the cost of products and services, including

electric service, has become even more important. While customers generally do not like6

7 to see increases in their bills, in Staffs experience customers may be even less

8

9

appreciative of the lack of predictability and certainty of their bills. As a consequence,

Staff would encourage an outcome that would establish rates which are fair, . just,

reasonable, and stable so that customers can better manage their finances during these10

11 troubling economic times.

12

13 Q- Mr. Johnson, iS Staff aware of any significant issues affecting quality of service

14 provided to customers of APS?

15 No, Staff has not identified any sustained or persistent issues affecting safety or reliability.

16

17 Q- Mr. Johnson, in your opinion should APS be concerned about how its rates and

18

19

20

charges impact its customers?

Yes, I think APS and utility providers in general ought to be concerned about how rates

and charges impact customers.

21

22 Q- Mr. Johnson, as it relates specifically to APS, do you have any reason to believe that

APS is not concerned about the impact its rates and charges have upon customers?23

24 No, believe that APS is generally concerned with rate impacts, but I also recognize that

APS is also concerned with its obligations to shareholders which I believe is appropriate25

26

A.

A.

A.

and expected.
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1 Q- Now Mn; Johnson, what other eventualeutcomes do you believe need to result from

2

3

4

5

6

7

8

9

10

11

12

13

14

15

this proceeding?

I believe it is absolutely critical to customers, regulators and APS that a result of this

proceeding is a better 'alignment' of the policy goals of each of these interested groups.

In mY view, a desired outcome would result in a cooperative, coordinated effort which

promotes public policy goals, protects ratepayers and preserves the financial soundness of

APS. However, this 'public/private partnership' must have at its core, a commitment to

customers that the authorized rates fairly and appropriately consider their interests. The

balancing of these sometimes varied issues is of critical importance. As Staff considers its

recommendations in this proceeding, we will seek to strike this difficult balance because

we recognize that both customers and APS are facing rather difficult financial challenges.

Staffs recommendations are also premised on a desire to break this present cycle of

seemingly endless rate proceedings involving APS. We can surely disagree about who is

to blame for our present circumstances, but it is our hope that we can move beyond a place

of blame to a place of cooperation.

16

17 SECTION III .- OTHER CONSIDERATIONS

18 Q, Mr. Johnson, has Staff considered how its recommendations might impact APS

19 customers?

20 Yes we have, and as a consequence during this proceeding, we will be proposing that the

21 Commission:

22

23

24

25

26

A.

A.

Stabilize rates paid by customers,

Adopt a modest price increase,

Exempt low-income customers from base rate increases,

Exempt low-income customers from price increases flowed through the PSA,

Encourage operational efficiencies, and
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1 • Enhance utilization oirenewables.

2

3 Q. Mr. Johnson, what is Staff recommending with response to rate stabilization?

4

5

In light of the extraordinary level of regulatory support that APS is seeking and that Staff

is recommending .. Staff believes that APS should voluntarily place itself on a regular rate

6 case interval.

7

8 Q- What would Staff suggest?

9 Staff would suggest that APS submit rate filings utilizing 3-year intervals.

10

11 Q-

12

Mr. Johnson, is Staff suggesting that the Commission order APS to file rate cases at

3-year intervals?

13

14

15

16

17

No, Staff believes that APS should evaluate,  in light of the extraordinary level of

regulatory support that it is requesting, how it can manage its operations in a manner that

would break the present cycle of continual rate case filings. Staff would encourage APS

in its rebuttal testimony to present to the ACC a plan, approach, or structure that would

provide rate stability to its customers.

18

19 Q. What rate increase is Staff proposing in this case?

20

21

22

23

The  te s t imo ny o f  Mr .  Smith  d iscu sses  the  r evenu e  r eq u ir ements  tha t  S ta ff  is

recommending. In his testimony, Mr. Smith states that Staff is recommending a base rate

increase of $307 million or 11.6 percent with fuel and 6.36 percent without fuel.

Although Mr .  Smith p rovides a  de ta iled  d iscussion o f how Staff  an ' ived  a t  it s

24

25

recommendation, from a policy perspective, Staff s recommendations attempt to recognize

that some rate while seeking to ensure that the resultingincrease may be necessary

26

A.

A.

A.

A.

increase balances both the utility and customer interests.
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1 Q-

2

3

4

5

6

7

8

Please discuss Staffs proposal to exempt low-income customers from price increases.

Although this proposal will be more fully addressed when Staff presents its rate-desin

testimony, from a policy perspective Staff is requesting that the Commission shield those

customers who are least able to  pay higher rates from the effects of the increase

recommended in this matter. We believe this approach is appropriate in light of the

present economic climate and is consistent with the Commission's recent rate case

decision involving Tucson Electric Power Company and additionally from a policy

perspective is a further attempt to balance customer and utility interests.

9

10 Q-

11

Is Staff propos'mg to exempt low-income customers from increases associated with

changes to fuel and purchased power?

12

13

14

15

Yes, for reasons similar to those supporting exemptions of low income customers from

any base rate increase, Staff believes that these same customers should be exempt from

price increases associated with the PSA mechanism. We believe these customers possess

the least ability to absorb increased rates and charges.

16

17 Q- Please discuss your policy recommendations regarding increased operational

18 efficiency.

19

20

21

22

23

24

25

26

A.

A.

A. Staffs concern in this regard is straight-forward. We want to engage APS and other

interested parties in a dialogue to ensure that APS is efficiently operating. But more

importantly, we seek to ensure that interested parties are better informed as to steps that

APS has taken and will take to ensure the safe and efficient operations of its physical plant

and non-plant operations. Staff has no present reason to conclude that APS' performance

is lacking in any respect. It is our view that APS and its management are best able to

operate the utility and in no respect are we suggesting otherwise. However, we believe

that in light of APS's request for extraordinary regulatory support that it is both reasonable
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1 w e

2

3

and expected that discussions regarding operational efficiency would ensue. Further,

do believe that additional dialogue outside the adversarial process of a rate case could lead

to greater enlightenment and confidence that APS is pursuing actions that will allow it to

4 continue to provide safe, reliable and efficient service at reasonable rates. Also, Staff

5

6

7

hopes that this dialogue will lead to a cooperative effort between all interested groups that

will result in a utility which is fiscally sound, efficiently managed, customer oriented, and

which is committed to utilizing renewable resources.

8

9 Renewables

10 Q- Mr. Johnson, do you have any further thoughts regarding key considerations

11 resulting from this proceeding?

12

13

14

Yes, as this Commission considers APS' request regarding how the Commission may

assist the Company, Staff believes that the Commission should consider engaging APS

and others in a dialogue to examine whether there is further opportunity for the use of

15 renewables or renewable technologies. Staff would invite APS to  share with this

16

17

Commission the opportunities that exist to encourage the use of renewables beyond the

scope that is presently mandated in the Commission's REST Rules. It is generally

understood that Arizonans are interested in renewables and renewable technologies, and18

19 this case could provide a forum for further discussion of these issues.

20

21 Q- Mr. Johnson, has Staff identified any additional renewable actions APS might

22 consider beyond its 2009 REST plan?

23

24

25

Yes, but only at a "high level". Staff has only recently considered additional options and

would want to be very careful to state that at this time we are not proposing any renewable

actions beyond those required in APS's 2009 REST plan. Nonetheless, some concepts

26

A.

A.

that have been discussed include:
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1

2

3

4

Increasing the 2010 REST requirements percentages,

Increasing targets for distributed energy,

Customer loan programs, and

Increasing budgets for renewable research and project development.

5

6 Q. Mr. Johnson, to be clear, Staff is not currently proposing modifications to APS' 2009

7

8

9

REST plan, correct?

Correct, Staff thought it was important to raise this issue as the Commission seeks to

balance utility and ratepayers interests.

10

11 Q, Mr. Johnson, do you have any final thoughts?

12

13

14

Staff believes that the regulatory tools that it has recommended to the Commission for

consideration represent innovative solutions designed to aid APS in its efforts to remain

financially stable while recognizing a need to consider and balance the interests of both

APS and its customers.15

16

17 Q- Does this conclude your direct testimony?

18

A.

A.

A. Yes, it does.
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Summa of Staff Adjustments to Rate Base Original Cost Fair Value

Adi. Increase Increase

No. Description (Decrease) (Decrease)

B-1 Post-Test Year Plant Additions $ (45,207) $ (45,207)

B-2 Correction to RCND Amounts $ s (269,761)

B-3 Accumulated Deferred Income Taxes - Account 190 (2,132)$ s (2,132)

B-4 Cash Working Capital for OperatingExpenses - Lead Lag Study $ (1,590) $ (1,590)

B-5 Yucca Plant Units 5 & 6 $ (8,075) $ (8,075)
s s

Total of Staff Adjustments s (57,003) s (326,764)

APS ProposedRate Base $ 5,359,964 s 7,713,316

Staff Proposed Rate Base s 5,302,961 s 7,386,552

EXECUTIVE SUMMARY
ARIZONA PUBLIC SERVICE COMPANY

DOCKET NO. E-01345A-08-0172

My testimony addresses the following:

i
I
I

On original cost rate base, using the policy guidance provided by Staff witness Ernest
Johnson concerning post-test year plant and the rate of return recommended by Staff witness
David Purcell, I have calculated a revenue deficiency for APS of approximately $255
million. This compares with APS' request of $448 million. A portion of these revenue
deficiencies relate to increased projected fuel costs which would have been recoverable under
APS' Power Supply Adj Astor (PSA) mechanism, as summarized in the following table:

Per APS
$
s
$

264,341
13,876

278,217

Per Staff
s 103,767
$ 11,436
$ 115,203

Difference
s (160,574)
s (2,440)
$ (163,014)

Components of TotalRate Increase
(Thousands of Dollars)
BaseRate Increase
FUelRelated Increase in Base Rates*
TotalBase Rate Incense
Fuel Related Increase that would have been
recoverable 'm PSA*
Total Rate Increase Requested

$
s

169,977
448,194

$
$

140,088
255,291

$
$

(29,889)
(192,903)

Percentage IncreaseOver Current Rates
Revenue from Sales to Ultimate Retail Customers
Percentage Increase - Net of PSA
Percentage Increase - Total

$ 2,637,447
10.55%
16.99%

$ 2,637,447
4.37%
9.68%

*Noter fuel related increases are subject to revision based on forecast updates

lrecommemld the following adjustments to the original cost and fair value rate base proposed
by APS :

I

1

Each of these adjustments is discussed in my testimony.

I also recommend several adjustments to net operating income. A summary Staf fs
adjustments and a reconciliation of the revenue deficiency on original cost rate base is
presented in the following table:



Arizona Public Service Company
Revenue Requilemml Reconciliation
Test Year Ended Deeemba 31, 2007
(Thousands of Dollars)

Line
No. Description

Slat?
Schedule

Staff
Adiusunems

(A )

Conversion

Factor

(B)

Equuivdent
Revenue

Requirement
Amount

(C)

D
A- 1

-0.28%
I.6525

-0.460960%
B
D

s 5,359,964 s (24,707)
858%

l4,l8%

1
2
3
4
5
6
7
s
9
10
11

B- I
B-2
B-3

s
s
s

(45,207)

(2,132)

14.18%
14.18%
l4,l8%

s
s
s

(6,412)

(302)

12
13
14
15

B-4
B-5
B-6

s (1,590)
s (8,075)
s ,

s (57,003)
s 5,302,961

14J8%
14.18%
14.18%

s
s
s

(226)
(1,145)

s 203,11216
17
18
19
20
21
22
23
24
25

C - I
C-2
C-3
C-4
C-5
C-6
C-7

s
s
s
s
s
s
s

48,074
43

1,2zs
3,359
3,096

126
569

GRCF
1.65250
1.65250
1.65250
1 .65250
1 .652S0
z .65250
I .65250

s
s
s
s
s
s
s

(79,442)

(71)
(x1,94-1)
(5,55l )
(1116)

(209)
(941)

C-8 s l,27s 1.65250 s (2,l  IZ)

26

27
28
29
30
31
32
33
34
35
36
37
38

C-9
C-I0
C-1l
C-12
C-13
c-14
C~l5
C-I6
C-I7
C-I8
C-I9

s
s
s
s
s
s
s
s
s
s
s
s

s

l s
14

(379)
829

3,81o
4,071

19.597
125

4,ss4
73

685
97,394

300,506

1.65250
1.65250
I .65250
1.65250
1 .65250
1 .65250
1 .65250
1 .65250
1.65250
l .65250
I .65250

s
s
s
s
s
s
s
s
s
s
s

( 301)

( 2 4 )
6 2 7

( 1 , 370)
( 6 , 395)
( 6 , 727)

( 32 , 385)
( 2 0 7 )

( 7 , 526)
( l 2 0 )

( 1 , 132)

1.65250
l ,64910
090340

s 271,781

39
40
41
42
43
44
45
46
47
48

Rate of return difference
Sla!TGRCI~̀
Rate Base
Original Cos! Rate Base per APS' Filing
Staff ROR
Staff ROR x GRCF
Effect at' Sta!! adjustments to Rate Base
Post-Test Year Plant Additions
RCND For Plant-Related Accumulated Deferred Income T
Accumulated Deferred Income Taxes
Cash Woddng Capital for Operating Expenses - Lead
Lag study
Yucca Plant Units 5 &6
Post-Test Year Construction Work in Progress
Total S\aH  ̀Original Cost Rate Bas: Adjustments
Staff Adjusted Original Cos! Rate Base
Net Operating Income
Ne! Operating Income per APS' Filing
Effect ouSt:ffAdjustmelll's an NO!
Andtion Adjustment
Advertising Expense
Incentive Compensation
Stock-Based Compensation
Supplemental Execs Bcne§t Retirement Program
Non-recurring Executive Hiring Expenses
Injuries and Damages
Depreciation and Property Tax Expense Related to Post-
Test Year Plant Additions
Depreciation and Property Tax Expense Relate no
Yucca Units 5 as
Organizations Redesign Costs
Gain on Sale of Windsor Snbstazion Land Swap
Lobbying Ezqaemse
[Interest Synchrcnizzrtion
Gains on S02 Allowances
Base Fuel and Purchased Power
Edison Electric Institute Dues
Depreciation Ex=¢=l==
Lcgd Expense
Fly Ash Sales
Total StaN' Adjustment to Operating Income
Stall'Adjusted Net Operating Income
Gross Revenue Conversion Factor Di6erenee:
Pa Staff
Pa Company
Difference
Company adjusted N01 deficiency
GRCF dilfaence
STAFF REVENUE REQUIREMENT ADIUSTMENTS IDENTIFIED ABOVE
Company requested Base Rate Revenue ka-ease
Reconciled Revenue Requirement
Revenue Requirement Calculated. on OCRB
Unidentified Ditfaencc

s
s
s
s
s
s

924
(192,814)
448,194
255,380
255,291

89

Among the larger items, Staff recommends rejection of.APS' proposed attrition adjustment,
sharing a normalized cost of incentive compensation expense 50/50 between ratepayer and
shareholders, removing expense for stock-based compensation and SERP, consistent with a
series of recent Commission decisions on such issues, and using the most can°ent projection
of 2009 fuel and purchased power costs to set the base cost of fuel. Each adjustment is
discussed in my testimony.

Staff has included a component for uncolleetibles in its derivation of the gross revenue
conversion factor, whereas APS had only considered state and federal income taxes.



Staff is presenting the Commission with two alternatives for a fair value rate of return to be
applied to fair value rate base, as described in my and Staff witness David Parcell's

testimony, the results of which are summarized below:

Fair Value Rate of Return Alternatives
Test Year Ended December 31 , 2007
(Thousands ofDe1Iars)

Line
No. Description Reference

staff
Alterative 1

Fair
Value

(A)

Staff
Alterative 2

Fair
Value

(B)

l Adjusted Rate Base Sch. B s 7,386,552 $ 7,386,552

2 Rate of Return Sch. D 6.16% 4 6.58%

3 Operating Income Required s 455,012 s 486,035

4 Net Operating Income Available Sch. C $ 300,506 $ 300,506

5 Operating Income Excess/Deficiency $ 154,506 $ 185,529

6 Gross Revenue Conversion Factor Sch. A-1 1.6525 1.6525

7 RevenueDeficiency (Sufficiency) $ 255,321 $ 306,586

8 Increaseover column A s 51,265

9
10

12
13

Components of Total Rate Increase
Base Rate Increase
FuelRelatedINcrease 'm Base Rates
Total Base Rate Incense
Fuel Related Increase
Total Rate Increase Requested

$
s
s
s
s

103,797
11,436

115,233
140,088
255,321

s
$
$
$
s

155,062
11,436

166,498
140,088
306,586

1 4

1 5

1 6

Percentage Increase Over Current Rates
Revenue from Sales to Ultimate Retail CI
Percentage Increase - Net of PSA
Percentage Increase - Total

Sch c, L.l
L.ll /L.l4
L.l3 /L.l4

s 2,637,447
4.37%
9.68%

s 2,637,447
6.31%

l l,62%

My testimony addresses the Company's proposed depreciation rates. The new depreciation
rates proposed by APS are summarized in Company witness Dr. White's testimony and are
shown in detail in his exhibit, Attachment REW-1. APS' new depreciation rates are the
result of a complete depreciation study prepared by Dr. White's firm, Foster Associates, Inc.,
entitled "2008 Depreciation Rate Study" which is Attachment REW-1 The Company's
proposed rates were developed using a depreciation system composed of the straight-line
method, v intage group procedure and remaining life technique. APS has developed its
proposed depreciation rates for production facilities by unit and by type of plant in service at
each unit.

I



Based on December 31, 2007 plant investment, the new depreciation rates proposed by APS
decrease depreciation expense by $9.126 million (from $290.860 million at present rates to
$281734 million at APS' proposed rates). Of the 173 plant accounts studied, APS proposes
depreciation rate reductions for 98 accounts and increases for 75 accounts. On a composite
basis, the Company's proposed new rates for APS plant produce a. decrease of 0.09
percentage points, from the current composite rate of 2.93% to a composite at new rates of
2.84%.

1 With the exception of Account 370.01, Electronic Meters, and a slight modification to the
annual amortization amount for Account 370.02, Electromechanical Meters, the depreciation
rates proposed by APS presented in Dr. White's Attachment REW-1 should be adopted for
use in this case. The depreciation rates proposed by APS for the remaining accounts were
developed in a manner that is consistent with the Commission's mies for depreciation rates.
My review of the details provided in Dr. White's Attachment REW-l and other information
indicates that those new rates proposed by APS are consistent with a reasonable approach to
updating the depreciation rates that the Commission approved in Decision Nos. 67744 and
69663. As noted above in my testimony, the net change in percentage terms resulting from
APS' technical update in composite terms is fairly small, a decrease of 0.09 percentage
points for APS' plant as of December 31, 2007.

I discuss the reasons for rejecting APS' proposed depreciation rate change for Account
370.01 in my testimony for Staff adjustment C-17. APS proposes to more than triple the
annual depreciation/amortization expense for Account 370.1, Electronic Meters, from
$3,458,052 at  current  depreciat ion rates,  to $l l ,022,54l  at  a proposed "f iv e year
amortization" per its 2008 Depreciation Study. The assumption underlying APS' proposal
for a five-year amortization of Account 370.01 is that APS will totally replace all electronic
meters with Advance Metering Infrastructure ("AMI") by 2012. However, APS has not
demonstrated that it is economical, cost-effective or even prudent to purchase and then
replace electronic meters within only a few years of their initial installation. Electronic
meters are not obsolete and APS has been purchasing tens of millions of dollars Of electronic
meters in recent years and estimates that substantial purchases and installations of such
meters will continue in 2008, 2009 and 2010. Moreover, electronic meters that are new or
only a few years old should have significant salvage value, yet APS has not reflected salvage
value for electronic meters in its proposed amortization. Because of such reasons, APS'
proposed f ive-year amortization of electronic meters should be rejected. The existing
depreciation rate should be used for that account for purposes of this rate case.

The issue of APS' meter replacement program and its impact on Account 370.01, electronic
meters, should be reviewed in APS' next rate case. APS should be directed to present
evidence demonstrating that its continuing purchase and installation of tens of millions of'
dollars of electronic meters each year in conjunction with its apparent plans to then replace
them within a few years with more advanced "smart meters" is economical, cost-effective
and prudent. APS should also be directed to present information necessary to re-evaluate the
depreciation rate for Account 370.01, electronic meters, at that time.

APS is no longer purchasing or installing Electromechanical Meters (Account 370.02). It is
therefore appropriate to amortize the remaining balance in that account such that it is fully
amortized by 2012. The annual amortization for Account 370.02 proposed by APS should be
subj act to a minor modification. propose basing the annual amortization to be reflected in
rates on the net plant in this account as of December 31, 2008, amortized over four years,



!
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My testimony also presents a Staff proposal to included annual fluctuations in the amount of
gains on the sale of SO; emission allowances in the PSA. This recommendation is related to
Staff Adjustment (C-14) to reflect a normalized annual level of SON emission allowance sales
gains as a credit to operating expenses in setting APS' base rates, and to discontinue 50/50
sharing of such gains and the accounting APS had employed in the past (which credited the
ratepayers' share to CWIP). The margins that APS realizes on the sale of SO; emission
allowances are material and can vary significantly from year to year. Consequently, the
PSA, which ref lects annual changes in fuel and purchased power costs, is the ideal
mechanism to address fluctuations in the S02 emission allowance sales gains, which are
material and which f luctuate signif icantly Hom year to year. The reasons for these
recommendations are explained in detail in my testimony.

Finally, my testimony addresses certain aspects of APS' proposed rev isions to its
extension tariff (SchedUle 3), and APS' proposed new impact fee.

line

,v

APS proposes changes to Schedule 3, its line extension tariff; to add a definition to describe
"system facilities" among odder things. That component can be referred to as a System
Facilities Charge. APS' redlined version of Schedule 3 is presented in Mr. Rumolo's
Attachment DJR-11.

Staff does not view the revisions proposed by APS as "minor changes to Schedule 3 to
simplify and clarify the implementation of the schedule" as characterized by APS in Mr.
Rumolo's Direct Testimony at page 25. Staff v iews the definition of "system facilities"
proposed by APS as a major change to Schedule 3. The addition of a definition for "system
facilities" to Schedule 3 is viewed by Staff as essentially a hook- up fee proposal. As a
matter of policy, Staff believes that a hook-up fee proposal should be contained in a separate
tariff provision. Staff is concerned that the addition of a System Facilities Charge to
Schedule 3 could have shocking and unpleasant consequences for affected customers. Staff
urges caution regarding this APS proposal. It should be implemented only after careiirl
evaluation, and only based upon a clear understanding of the impacts on affected customers.
The generic docket that is open to address hook-up fees may present a better forum for that
purpose. Concerning the accounting, Staffs position is that any fees collected by APS under
Schedule 3 are CIAC and should recorded by APS as such.

I

APS proposes a new Impact Fee, presented in No. Rumolo's AttachMent DIR-9, which
would be charged to all applicants requesting electric service. The actual fee would depend
on the service entrance size ("SES") that is required to serve the customer. APS witness
Rumolo's direct testimony describes the Impact Fee as follows: '

The proposed Impact Fee will collect certain growth-related expenses that are either
caused by Schedule 3 or not recovered through Schedule 3. Both contribute to
customer growth-related earnings attrition. The additional growth-related costs used
as the proxy for developing the proposed Impact Fee are: 1) the annual capital
carrying cost of the "tax asset" associated with Schedule 3 CIAC, and 2) the
anticipated increases in operations and maintenance expenses that are customer-
growth related,

.f



APS' filing indicates that the new Impact Fee would raise as much as $53 million per year.
APS proposes to account for its receipts from the impact fees as revenue. APS proposes to
use the $53 million as an offset against its proposed $79.3 million attrition adjustment.

Staff recommends that APS' proposed attrition adjustment be disallowed, as discussed above
in my testimony concerning Staff Adjustment C-1. The APS-proposed attrition adjustment
should be rejected and that rejection is not dependent upon whether or not "hook-up" fees are
approved. If the Commission were to direct APS to record the new knpact Fees as revenue,
Staff recommends that the Commission should concurrently either order APS to defer such
fees for crediting to ratepayers, or order APS to reduce non-fuel base rates by the amount of
such fees expected to be annually collected. If  an impact fee is approved and i f  the
Commission determines that it should be accounted for as Other Operating Revenue, the
estimated annual amount resulting from the new fee should be considered as part of the rate
design for APS, and would reduce the amount of base rate revenue requirement that would
need to be recovered through other customer rates. '

Staff believes that any new fees should be implemented with care, and only after careful
evaluation. There is a generic proceeding currently in place at the Commission, Docket No.
E-00000K-07-0052 that may present a better forum for that purpose. Staff is also concerned
regarding the impact on new customers of the new fee, and urges caution in implementing
such charges. Finally, if  approved, Staff believes there must be adequate notice and
customer education before new fees of this potential magnitude are implemented.
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1

2

1.

A.

Q-

A.

\

INTRODUCTION

Background and Qualifications

Please state your name, position and business address.

Ralph C. Smith. I am a Senior Regulatory Consultant at Larkin & Associates, PLLC,

15728 Farmington Road, Livonia, Michigan 48154.

I
1

Q.

3

4

5

6

7

8

9

10

A.

Please describe Larkin & Associates.

Larkin & Associates is a Certified Public Accounting and Regulatory Consulting inn.

The firm performs independent regulatory consulting primarily for public service/utility

commission staffs and consumer interest groups (public counsels, public advocates,

consumer counsels, attorneys general, etc.). Larldn & Associates has extensive experience

in the utility regulatory field as expert witnesses in over 400 regulatory proceedings

including numerous telephone, water and sewer, gas, and electric matters.

Q, Mr. Smith, please summarize your educational background.

A.

.
t

11

12

13

14

15

16

17

18

19

20

21

22

23

24

I received a Bachelor of Science degree in Business Administration (Accounting Major)

with distinction from theUniversity of Michigan - Dearborn, in April 1979. I passed all

parts of the C.P.A. examination in my first sitting in 1979, received myCA license in

1981, and received a certified financial planning certificate in 1983. I also have a Master

of Science in Taxation from Walsh College, 1981, and a law degree (J.D.) cum laude Nom

Wayne State University, 1986. In addition, I have attended a variety of continuing

I a.m a

25

26

education courses in conjunction with maintaining my accountancy license.

licensed Certified Public Accountant and attorney in the State of Michigan. I am also a

Certified Financial PlannerTm professional and a Certified Rate of Return Analyst

("CRRA"). Since 1981, I have been a member of the Michigan Association of Certified

Public Accountants. I am also a member of the Michigan Bar Association and the Society
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of Utility and Regulatory Financial Analysts ("SURFA"). Shave also been a member of

the American Bar Association ("ABA"), and the ABA sections on Public Utility Law and

Taxation

5 Q Please summarize your professional experience

Subsequent to graduation Hom the University of Michigan, and after a short period of time

in which I installed a computerized accounting system for a Southfield, Michigan realty

management firm, I accepted a position as an auditor with the predecessor CPA firm to

Larldn & Associates in July 1979. Before becoming involved in utility regulation where

the majority of  my time for the past 28 years has been spent, I performed audit

accounting, and tax work for a wide variety of businesses that were clients of the firm

During my service in the regulatory section of our firm, I have been involved in rate cases

and other regulatory matters concerning numerous electric, gas, telephone, water, and

sewer utility companies. My present work consists primarily of analyzing rate case and

regulatory filings of public utility companies before various regulatory commissions, and

where appropriate, preparing testimony and schedules relating to the issues for

presentation before these regulatory agencies

I have performed work in the Held of utility regulation on behalf of industry, state attorney

generals, consumer groups, municipalities, and public serv ice commission staf fs

concerning regulatory matters before regulatory agencies in Alabama, Alaska, Arizona

Arkansas, California, Connecticut, Delaware, Florida, Georgia, Hawaii, Illinois, Indiana

Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri, New Jersey

New Mexico, New York, Nevada, North Dakota, Ohio, Pennsylvania, South Carolina,

South Dakota, Texas, Utah, Vermont, Washington, Washington D.C., Wisconsin, and
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Canada as well as the Federal Energy Regulatory Commission and various state and

federal courts of law

4 Q Have you prepared an attachment summarizing your educational background and

regulatory experience

Yes. Attachment RCS-1 provides details concerning my experience and qualifications

8 Q Have you previously testified before the Arizona Corporation Commission?

Yes. I have testified before the Commission previously on a number of occasions.. I

testified before the Commission in Docket No. E-01345A-06-0009, involving an

emergency rate increase request by Arizona Public Service Company ("APS" or

Company"), and concerning APS' proposed depreciation rates in Docket Nos. E

01345A-05-0816, E-01345A-05-0826 and E-01345A-05-0827, a proceeding involving

APS base rates and other matters. I also testified before the Commission in the most

recent UNS Gas. Inc. rate case, Docket Nos. G-04204A-06-0463, the most recent UNS

Electric. Inc. rate case, Docket No. E-04204A-06-0783, the most recent Tucson Electric

Power Company ("TEP") rate case, Docket No. E-01933A-07-0402, and the most recent

Southwest Gas Company rate case, Docket No. G-01551A-07-0504. I also testified in

APS' recent interim rate case_ Docket No. E-01345A-08-0172

22 Q

Purpose of Testimony

On whose behalf are you appearing

I am appearing on behalf of the Arizona Corporation Commission ("ACC" or

Commission") Utilities Division Staff ("Staff")
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Q.

A.

What is the purpose of the testimony you are presenting?

The purpose of my testimony is to address the application for a general rate increase filed

by APS. Specif ically, I will be addressing the revenue requirement, rate base, net

operating income, and selected other issues, 'including APS' proposal for new depreciation

rates, and the Company's proposed Reconstruction Cost New (RCN) study. I also address

certain aspects of APS' proposed changes to its line extension tariff (Schedule 3) for a

system facilities charge, and APS' proposed impact fee (Schedule 6).

Q. Please briefly describe the information you reviewed in preparation for your

testimony.

The information I reviewed included APS' application and testimony, APS' responses to

data requests of Staff and other parties, information provided to me by Staff, and other

publicly available information.

c .

Q-

A.

Content of Attachments to Testimony

Have you attached any exhibits to be Filed With your testimony?

Yes, I am attaching six exhibits, Attachments RCS-2 through RCS-7.

I

What is shown in each of those attachments?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 Q.

20 A.

21

22

23

24

Attachment RCS-2 presents the results of my analysis including Staffs recommended

revenue requirement, rate base and adjusted net operating income.

A.

Attachment RCS-3 presents copies of non-confidential responses to data requests and

selected documents that are referenced in my testimony.
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2

Attachment RCS-4 presents, for ease of reference, the Commission's rules at R14-02-102

which address the treatment of depreciation.

Attachment RCS-5 presents some illustrative documentation concerning customer

complaints regarding APS' implementation of a System Facilities Charge in 2008 under

Schedule 3, its line extension tariff As shown 'm the documents included in Attachment

RCS-5, APS agreed to remove that charge and retime monies collected from the affected

customers.

Attachment RCS-6 presents an analysis that compares the impact of treating impact fees

(i.e., "hook-up" fees) as revenue versus Contributions in Aid to Construction ("CIAC")

that I discuss in my testimony. The analysis shown inScheduleRCS-6 was prepared by a

consultant to Staff in the prior APS rate case. Shave reviewed that study and believe that

it appropriately compares the alternatives.

Attachment RCS-7 presents copies of selected APS confidential responses to discovery

and other documents that are referenced in my testimony.

I

I

3

4

5

6

7

8

9

1 0

11

1 2

13

1 4

1 5

1 6

17

1 8

1 9

2 0

21

22

23

24

D.

Q.

General Background to APS' Rate Request

Please briefly provide some background for the requestthat APS has made in the

current proceeding.

APS is an Arizona utility providing electricity to more than 1 million customers in ll of

Arizona's 15 counties. With its headquarters in Phoenix, APS is the largest subsidiary of

Pinnacle West Capital Corporation ("PWCC" or "pow"').

1 PNW is the stock symbol for Pinnacle West Capital and rating agency and investment reports sometimes therefore
use "PNW." Inthis testimony, both abbreviations, PWCC and PNW, are used interchangeably.

A.
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1

2

APS' current base rates became effective July 1, 2007 pursuant to Decision No. 69663,

dated June 29, 2007. That case, Docket No. E-01345A-05-0816 et al, used a test year

ending September 30, 2005.3

4

5

6

7

8

9

10

11

12

13

On March 24, 2008, APS ti led with the Commission an application for a base rate

increase. On June 2, 2008, APS tiled an amended application for a net increase in rates of

$278.2 million, using a test year ending December 31, 2007. The $278.2 mill ion is

composed of a $264.3 million non-fuel related base rate increase plus a $13.9 million

effective net increase in fuel-related base rates (see additional discussion below).

14

15

16

17

18

19

20

21

22

23

24

25

On July 6, 2008, APS requested Commission approval of an interim rate, Docket No. E-

01345A-08~0172. In the interim proceeding, APS sought an interim rate increase of

approximately $115 million, or approximately 4 mills per kph, to be effective with the

first billing cycle of November 2008, and subject to refund. APS derived the amount of

interim increase with reference to a Power Supply Adjustor surcharge of $0.003987 per

kph that had been approved in Decision No. 69663 to collect a $46 million balance of

uncollected fuel and purchased power costs. That PSA adjustor expired at the end of the

July 2008 billing cycle. APS sought approval to implement a new Interim Base Rate

Surcharge of the same amount, which APS indicated would produce annual revenue of

approximately $115 million. APS had stated in response to discovery thatthe purpose of

the surcharge would be to ameliorate the detrimental impact of the Company's rising non-

fuel costs until the Commission has the opportunity to enter an order on the Company's

permanent rate request in the pending general rate case. If granted, any interim rates

would be subject to refund with interest, pending the Commission's find decision in APS'

general rate case.
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1

2

On August 6, 2008, in Decision No. 70454, the Commission approved a request by APS

for its parent, PNW, to infuse equity into APS by up to $400 million. As stated at page 2

of dirt decision: "PNW indicates that it intends to infuse a total of up to $400 million into

APS in the year 2008, from the proceeds of PNW common stock sales." APS did not

anticipate that the $400 million equity investment would impact APS' cost of service and

cost of capital in the foreseeable future. At page 3 of Decision No. 70454, the

Commission stated that: "Authorization to increase equity by up to $400 million ... would

assist APS' efforts to maintain a balance of cost and financial risk in its capital structure

while funding its capital expenditures." At page 4, the Commission approved the

requested increase to equity "so long as such equity infusion is made on or before

December 31, 2009."

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

On July 16, 2008, a procedural schedule was established for APS' interim rate request that

provided for Staff and intervenor testimony to be tiled on August 29, 2008; APS rebuttal

on September 8, 2008, and a hearing commencing on September 15, 2008. The

Administrative Law Judge issued a recommended Opinion and Order on November 12,

2008. Among other things, that recommended Order would require:

• That in the pending general rate case, Arizona Public Service Company shall
present an analysis of what steps it has taken to improve its FFO/Debt ratio and
why, alter the Commission has implemented a forward looldng PSA, a
transmission cost adjustor, an environmental improvement surcharge, new base
rates, and other measures, Arizona Public Service Company cannot improve and
sustain that financial ratio. The analysis shall also include information regarding
steps that have been taken, or may be taken in the future, to reduce costs (without
diminishing service quality) and diereby increase available cash, including items
such as dividend reductions, elimination of management bonuses, and other
measures that would require stocldiolders to share the burden with ratepayers.

18

19
20
21
22
23
24
25
26
27
28
29
30
31
32

• That in the pending general rate case, the parties shall address the issues of
whether a PSA sharing provision is appropriate for the future and whether such
provisions cause or significantly contribute to a decline in the FFO/Debt ratio.

8

I
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This matter is currently scheduled for an open meeting to be held on December 17, 2008 .

If the Commission's final order instructs Staff to address additional issues in the rate case,

due to the timing, Staff would propose to address such issues either in a supplemental

tiling or in its surrebuttal filing in the general rate case.

On July 29, 2008, a procedural schedule was established for APS' general rate case, which

provided, among other things, for Staff and intervenor direct testimony (other than rate

design) to be filed on December 19, 2008; APS rebuttal on February 6, 2009; Surrebuttal

on March 6, 2009, APS rejoinder on March 20, 2009, and a hearing commencing on April

2, 2009.

REVENUE REQUIREMENT

A.

1

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Summary of APS' Requested Increase

Please briefly summarize APS' basis for its request for a rate increase.

Using a test year ending December 31, 2007, with pro forma adjustments, APS is seeking

a base rate increase of $448.2 million, which includes $183.9 million of increased fuel and

purchased power costs that APS had projected for 2010. The Company indicated that

$170.0 million of the increased fuel and purchased power costs that had been projected for

2010 would have been recoverable under its Power Supply Adjustor ("PSA").

Therefore, tier taking the reclassification of PSA revenues to base feel revenues into

consideration, as provided for in the Commission approved PSA Plan of Administration,

APS' effective net revenue increase would be $278.2 million. This amount is comprised

of a $264.3 million increase in non-fuel base rates and a net increase to feel related

electric rates of $13.9 million. The Company's request is summarized in the table below:
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APS Proposed

Original Cost$000's
Base Rate Increase

Fuel Related Increase in Base Rates

264.341

Fuel Related Increase
Total Rate Increase Requested

278.217

169.977

The $448.2 million revenue increase that APS is requesting for base rates includes $183.9

million due to the Company's request to increase the base fuel rate 80m 3.25¢/kWh (as

authorized in Decision No. 69663) to 3.88¢/kWh. APS has indicated that approximately

$170.0 million of the increase associated with its proposed new base cost of fuel would

have been charged to customers under the provisions of the PSA. The $448.2 million is

an increase over current rate revenues Nom sales to ultimate retail customers of

approximately 16.99%. The effective increase to customer rates of the $278.2 million is

approximately 10.55%

APS' requested $278.2 million base rate increase includes $79.3 million for an attrition

adjustment. APS proposes to collect up to $53 million of its proposed attrition amount

through a new "hook up" fee that would be applicable to APS customers at new service

locations

I

Pursuant to the Commission's time clock rules, A.A.C. R14-2-103(B)(1l), APS has

requested that the rates in its general rate application become effective no later than

October 1. 2009

I
Summary of Staffs Recommendation

What revenue increase does Staff recommend?21 Q

l

Staff recommends a base rate revenue increase of $255 million on adjusted fair value rate

base. This includes a re-setting of APS' base cost of fuel to 3.7677 cents per kph, based
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on APS' current forecast for 2009. Approximately $140 million of the $255 million total

increase would have been recoverable under the operation of APS' existing Power Supply

Adjustor.

1

2

3

4

5

6

7

8

9

10

11

12

Q- What calculations have you presented in support of that recommendation?

13

14

15

16

17

18

19

20

On Attachment RCS-2, Schedule A, page 1, I present a calculation of the revenue

deficiency for APS on original cost rate base ("OCRB"). As shown on Schedule A, page

1, column C, on OCRB my calculations show a jurisdictional base rate revenue deficiency

of $255 million. Column D presents a calculation on FVRB similar to the one presented

in APS' filing. Staffs recommended increase of $255 million represents an increase over

current rate revenue from sales to ultimate customers of approximately 9.7%. The

revenue increase over current rate revenue from sales to ultimate customers net of the PSA

revenues is approximately 4.4%.

21

22

23

Similar to Staffs recommendations in a recent remand proceeding, Docket No. W~

02113A-04-0616, concerning Chaparral City Water Company; Staff is also presenting the

Commission with two options for the fair value rate of retmn for APS. On Schedule A,

page 2, I present Staff 's alternative calculations using adjusted fair value rate base

("FVRB"). These calculations show FVRORs ranging from 6.16 percent to 6.58 percent.

On adjusted FVRB under Staffs option 1, which uses a fair value rate of return of 6.16

percent, the base rate increase is $255 million. Under option 2 the fair value rate of return

for APS is 6.58 percent, and the jurisdictional base rate increase is approximately $307

mill ion.

A.
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Attachment RCS-2, Schedule D, shows the development of StafFs recommended fair

value rate of return to be applied to FVRB. The testimony of Staff witness David Purcell

also addresses the determination of the fair value rate of return

The impacts of Staffs recommendations on the recovery mechanism for Demand Side

Management ("DSM") related costs are not yet known and will be addressed by a Staff

witness who will present testimony concerning this item in the rate design filing

10 Q,

Test Year

What testyear is Hein: used in this case

APS' filing is based on the historic test year ended December 31, 2007.

calculations use the same historic test year

Staff' s

14 Q- Could you please discuss the test year concept?

20

Yes. In Arizona, a historic test year approach is used. In general, the test year concept is

typically applied in the following manner. Various adjustments are made to the historic

test year amounts to ensure that there is a matching of investment, revenues and expenses

Rate base items, such as plant in service and accumulated depreciation, are based on the

actual level as of the end of the historic test year. Several rate base items that tend to

fluctuate Nom month to month, such as materials and supplies and prepayments, are based

on a test year average level. Since end of test year net plant in service is used, revenues

are annualized based on end of test year customer levels. Additionally, certain expenses

such as depreciation and payroll costs, are annualized based on end of test year levels

This is to ensure dirt the going-forward revenue and expense levels are matched with the

investment (net plant-in-service) used to serve those customers
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As time goes forward, changes in the Company's cost structure will occur. For example

rate base will increase as new plant is added to serve new customers, revenue will increase

as customers are added, expenses will fluctuate, etc. It is very important to be consistent

with a test period approach to ensure that there is a consistent matching between

investment, revenues and costs. Any adjustments that reach beyond the end oldie historic

test year must be very carefully considered before being adopted

9 Q

Organization of Staff Accounting Schedules

How are Staffs accounting schedules organized?

Staff's accounting schedules are presented in Attachment RCS-2. They are organized into

summary schedules and adjustment schedules. The summary schedules consist of

Schedules A. A-1. B. B.1. C. C.1 and D. Attachment RCS-2 also contains rate base

adjustment Schedules B-1 through B-5 and net operating income adjustment Schedules C

1 through C-19. The revenue requirement for APS was based upon the ACC jurisdictional

adjusted results

17 Q What is shown on Schedule A of Attachment RCS-2?

i

Attachment RCS-2 presents the Staff Accounting Schedules and revenue requirement

determination. Schedule A presents the overall financial summary, giving effect to all the

adjustments I am recommending in my testimony. This schedule presents the change in

the Colnpany's gross revenue requirement needed for the Company to have the

opportunity to am Staff s recommended fair value rate of return on Staff's proposed Fair

Value rate base. The rate base and operating income amounts are taken from Schedules B

and C, respectively. The weighted average cost of capital of 8.58 percent, as presented in

the preiiled testimony of Staff witness Parcell, is provided on Schedule D for convenience

as are the derivation of Staffs two options for die fair value rate of return. Schedule A
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1

2

page 2 presents Staffs determination of the base rate revenue deficiency on FVRB using

each of Staffs proposed alternatives for the fair value rate of return. Schedule D presents

the weighted average cost of capital and fair value rate of return recommended in the

profiled testimonyof Mr.Parcels.

The operating income deficiency shown on line 5 of Schedule A is obtained by subtracting

the operating income available on line 4 (operating income as adjusted) from die required

operating income on line 3. Line 7 represents the gross revenue requirement, which is

obtained by multiplying the income deficiency by the gross revenue conversion factor

("GRCF"). The derivation of the GRCF is shown on Schedule A-1.

Q.
I

A.

What is shown on Schedule A, page 1, lines 8-12?

Lines 8-12 of Schedule A show a breakout of the revenue deficiency in terms of the

amounts of base rate increase and the fuel-related increase.

Q,

a

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 A.

19

20

What is the basis for the fuel-related increase shown in Schedule A and how wit] that

be revised and addressed?

Schedule A, page 1, columns A and B reflect the fuel forecast that was used by APS in its

amended filing. The fuel-related increase in APS' tiling was based on a forecast made by

APS in March 2008 of 2010 fuel and purchased power cost. APS has indicated that it will

be updating its fuel forecast.21

22

23

24

25

Schedule A, page 1, columns C and D reflect a revised forecast of 2009 TUe! and

purchased power costs that APS provided to Staff In response to discovery, APS

provided Staff with its most current file] and purchased power forecast for 2009. That

I

See, e.g., APS' response to Staff 24.1, Staff 24.2 and Staff 24.3
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1 forecast corresponds with figures used in APS' most recent PSA filings. APS has

indicated that those figures will be updated in a subsequent PSA filing that APS expects to

make near the end of December 2008.

As noted above, APS has stated that it will provide an updated fuel and purchased power

forecast when it files rebuttal testimony. Staff will review APS' updated forecast as well

as APS' PSA filings for 2009 as the case progresses and may make modifications to its

base cost of fuel recommendations if warranted.

Q,

2

3

. 4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

A.

How does the GRCF recommended by Staff compare with the GRCF contained in

APS' filing?

As shown on Schedule A-1, Staff recommends a GRCF of 1.6525. This compares with

the GRCF of 1.6491 used in APS' filing. The reason for dies difference is that APS did

not include a component for uncollectible revenue in its GRCF calculation. In response to

discovery, APS stated that uncollectibles were adjusted through a pro forma adjustment in

lieu of including the uncollectible revenue component in its GRCF calculation. However,

due to the variances that occur with uncollectibles based on the level of revenue, Staff

believes it is appropriate to include the uncollectible revenue component in the GRCF

calculation. Therefore, as shown on Schedule A-1, l ine 2, Staf f  has included the

uncollectible rate of .al%, which is the uncollectible rate used by the Company in its pro

forma Bad Debt Expense adjustment.

23

24 A.

25

26

Q- What is shown on Schedule B?

Schedule B presents APS' proposed adjusted test year Original Cost and Fair Value rate

bases and Staffs proposedadjusted test year Original Cost and Fair Value rate bases. The

beginning rate base amounts presented on Schedule B are tad<en from the Company's
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amended tiling for the test year, specifically APS Schedule B-1. Staffs recommended

adjustments to rate base are summarized on Schedule B.1. Attachment RCS-2 includes a

separate Schedule B.l for adjustments to original cost rate base and for adjustments to

Reconstruction Cost New Depreciated ("RCND") rate base. Each of these adjustments is

discussed in this testimony.

Schedules B-1 through B-5 provides further support and calculations for the rate base

adjustments Staff is recommending.

Q- What is shown on Schedule C?

The starting point on Schedule C is APS' adjusted test year net operating income, as

provided on Company Schedule C-1. Staffs recommended adjustments to APS' adjusted

test year revenues and expenses are summarized on Schedule C.l, Each of these

adjustments is discussed in my testimony.

Schedules C-1 through C-19 prov ides further support and calculations for the net

operating income adjustments Staff is recommending.

Q- What is shown on Schedule D"

l

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

A.

A. Schedule D summarizes the capital structure and cost of capital that was proposed by APS

and the capital structure and cost of capital that is recommended by Staff witness Parcell.

Schedule D also presents the derivation of Staffs recommended fair value rate of return

for use with the Staff' s adjusted fair value rate base.
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1

2

E .

Q-

3

4 A.

Staff's Fair Value Rate of Return Presentation

What information on the Fair Value Rate of Return ("FVROR") is Staff presenting

to the Commission in this proceeding? ,

Similar to Statler's recommendations in a recent remand proceeding, Docket No. W-

02113A-04-0616, concerning Chaparral City Water Company, Staff is presenting the

Commission with two altemadves for the FVROR to be applied to APS' adjusted fair

value rate base. As shown in Schedule D, Staff alternative 1 applies a zerocost rate to the

FV increment and produces a fair value rate of return of 6.16 percent. Under alternative 2,

a return of 1.50 percent is applied to the FV increment and produces a fair value rate of

return of 6.58 percent. The 1.50 percent is developed by Staff witness David Parcell and

represents a point within a range from zero to a "real" risk-free rate of return i_e. a risk-

Nee rate of return less inflation. The testimony of Staff Witness David Parcell addresses

these alternative methods of deriving a FVROR.

F.

Q-

Fair Value Rate of Return on Fair Value Rate Base

How was the fair value rate base determined?

A.

l

I

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

As showN on Attachment RCS-2, Schedule B, the fair value rate base was determined by

averaging Original Cost and RCND rate base information. For purposes of  this

presentation, I have used the Company's RCND information as the starting point for the

fair value rate base. As explained below, in conjunction with Staffrate base adjustment

B-2, APS did not trend the rate base component, Accumulated Deferred Income Taxes

("ADIT"), to an RCND level. Because that component is related to Plant in Service and

Accumulated Depreciation, both of which are trended for RCND purposes, it is also

necessary to trend die Plant and Accumulated Depreciation-related portion of ADIT. In

deriving the appropriate RCND trended amount for ADIT, APS discovered other errors in

its RCND presentation that af fected the RCND amounts for Plant in Serv ice and

\



Direct Testimony of Ralph C. Smith
Docket No. E-01345A-08-0172
Page 17

1

2

Accumulated Depreciation. Staff Adjustment B-2, discussed below, in addition to

reflecting proper trending of the ADIT balance, also reflects corrections of those items.

i
I
9

Q- How did APS determine the fair value rate of return to apply to fair value rate base

A.

in its f iling?

In APS' own Blind, as shown on Schedule A-1, the Company adjusted its proposed

weighted cost of capital, consistent with long-standing Commission practice, such that the

revenue requirement produced by both the original cost rate base and the fair value rate

base were exactly the same. On Schedule A-1 of its amended filing, APS shows the exact

same revenue deficiency of $448.2 million on the Company's proposed Original Cost and

on its proposed Fair Value rate base.

Q. Has the Commission's traditional calculation of fair value rate of return on fair value

rate base been called into question by a recent Court of Appeals' decision?

A. Yes. The Commission's traditional method for calculating fair value rate of return on fair

value rate base has been called into question by a recent Arizona Court of Appeals'

decision involving Chaparral City Water Company.

Q- Has a remand proceeding been established by the Commission to address the

calculation of the fair value rate of return on fair value rate base, i.e., to address the

ruling in the Court of Appeals' decision?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

A. Yes. The Commission addressed such issues in a Chaparral City remand proceeding and

as a result, issued Decision No. 70441, dated July 28, 2008.

i

I

I

I

!
i
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1 Q How has Staff addressed these issues for purposes of the current APS rate case

Staff has appropriately adjusted the weighted cost of capital to derive a fair value rate of

return to apply to the utility's fair value rate base. David Parcell's Direct Testimony in the

instant rate case describes Staffs derivation of the fair value rate of return on fair value

rate base in view of the Court of Appeals' decision concerning Chaparral

Schedule D of Attachment RCS-2 shows the derivation of the fair value rate of return for

application to the FVRB under Staff FVROR alternatives I and 2. These two FVROR

alternatives are similar to Staffs recommendations in the recent TEP, Southwest Gas and

UNS Electric rate cases. On Schedule A, page 2 of Attachment RCS-2, I have applied

Staff's adjustment to the weighted cost of capital as described by Mr. Parcell in his Direct

Testimony

14

15

III.

Q

RATE BASE

Have you prepared a schedule that summarizes Staffs proposed adjustments to rate

base?

Yes. As noted above, the adjusted rate base is shown on Schedule B and the adjustments

to APS' proposed rate base are shown on Schedule B.1. Attachment RCS-2 contains a

separate Schedule B.l for adjustments to original cost rate base and to RCND rate base. A

comparison of the Company's proposed rate base and Staffs recommended rate base on

an Original Cost and Fair Value basis are presented below



Summa of Staff Adjustments to Rate Base Original Cost Fair Value
Adi. Increase Increase
No. Description (Decrease) (Decreases
B-1 Post-Test Year Plant Additions (45,207§s (45,207`$
B-2 Correction to RCND Amounts $ (269,761`$

B~3 Accumulated Deferred Income Taxes - Account 190 $ (2,132l $ (2,132'

B-4 Cash Worldng Capital for Operating Expenses -Lead Lag Study $ (1,590) (1 ,590`$
B-5 Yucca Plant Units 5 & 6 s (8,079 s (8,075'

$ $
Total of Staff Adjustments s (57.0031 (3261764's

APS Proposed Rate Base $ 5,359,964 7,713,316s
Staff Proposed Rate Base s 5,302,961 s 7.3s6.s5z
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:
E

8

9

Construction Work in Progress and Post-Test Year Plant

How is inclusion of Construction Work in Progress ("CWIP") and post-test year

plant in rate base an issue in the current APSrate case

As described below in more detail, APS has proposed to include several hundred million

dollars in rate base for post-test year plant. Some of this amount relates to amounts that

were included in CWIP as of December 31, 2007, the end of the test year, which APS has

since placed into service, or projects that would be placed into service, at various points in

time before new base rates resulting from this proceeding are anticipated to become

Q

effective

18 Q Is the inclusion of CWIP in rate base an exceptional ratemakinxg treatment and up to

the discretion of the Commission?

l
I

Yes, i t  is. Staffs understanding is, in specif ic instances, the Commission has al lowed a

utility to include CWIP, or alternatively post-test year plant additions, in rate base, but the

Commission's general practice has been to not al low CWIP to be included in rate base

That said, the inclusion of CWlP in rate base is an exceptional ratemaking treatment
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1 Q Please elaborate on how including CWIP in rate base is an exceptional ratemaking

treatment

CWIP, as die title designates, is not plant that is completed and providing service to

ratepayers during die test year. During the test year, it is not used or useful in providing

electric service to a utility's customers. The raternaking process is predicated on an

examination of the operations of a utility to insure that the assets upon which ratepayers

are required to provide the utility with a rate of return are prudently incurred and are both

used and useful in providing services on a current basis. Facilities in the process of being

built are not used or useiill. The raternaddng process therefore excludes CWIP from rate

base until such projects are completed and providing service to ratepayers in the context of

a test year that is being used for determining the utility's revenue requirement. In the

current APS rate case, the test year is the twelve months ending December 31, 2007, and

the construction projects the Company seeks to include in rate base were not providing

service during that period. The Company claims that the construction projects it is

requesting for inclusion in rate base will be in service by the time rates in aNs proceeding

take effect. As discussed in direct testimony in this proceeding, Staff witness Ernest

Johnson, Director of the Utilities Division, states that APS may merit an ,exception to the

Commission's standard ratemaldng treatment of excluding CWIP from rate base. Based

on that determination, Shave reflected December 31, 2007 CWIP that has been placed into

service by December 31, 2008, one full year after the test year, as post-test year plant in

rate base

23 Q- What post-test year plant additions is APS requesting

In its f i l ing, APS made four pro forma adjustments related to post-test year plant

additions. These include: (1) the Palo Verde Unit 3 Steam Generator, (2) the Cholla

Generating Station Environmental projects, (3) the Yucca Generating Station Units 5 and
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6, and (4) a pro forma adjustment to include a number of miscellaneous projects that were

included in APS' CWIP balance as of December 31, 2007, that APS estimated would be in

service by October 1, 2009, the date for new rates assumed in APS' filing. The following

section provides a brief description of the Palo Verde, Cholla, Yucca and miscellaneous

construction projects that APS has requested be included in rate base as post test year

plant in service.
I

Palo Verde Unit 3 Steam Generator

This posttest year adjustment relates to APS' replacement of the Unit 3 steam generators

and related equipment due to heat and corrosion damage as discussed in the Direct

Testimony of Company witness Daniel A. Keats. The plant related to this project was

placed into service on January 19, 2008, or approximately three weeks after die end of the

2007 test year. This project was similar to the replacement projects involving Palo

Verde's Units 1 and 2 steam generators, which occurred in 2005 and 2003, respectively.

APS received Commission approval to recover the costs associated with the replacement

of the Unit 1 and 2 steam generators in Decision Nos. 67744 (April 7, 2005) and 69663

(JUne 27, 2007). In this proceeding, APS made an adjustment to increase rate base by

$93860 million on a total Company basis and $92199 million on an ACC jurisdictional

basis to treat the Palo Verde Unit 3 steam generator replacement as plant in service. In

addition, APS made pro forma adjustments to Depreciation and Property Tax Expense in

the amounts of $1.222 million and $485,000, respectively, on a total Company basis and

$1.2 million and $476,000 on an ACC jurisdictional basis..

I

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Cholla Generating Station Environmental Projects

This post-test year adjustment relates to three environmental projects at the Cholla

Generating Station that were placed into service in May 2008, or approximately five
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1

2

3
I
I

months alter the end of the test year. Specifically, the projects involved: (1) a Lime

Slaking Upgrade, which is a process where dry lime is crushed and mixed with water to

make the reagent for use in the scrubbers, (2) Slurry Disposal, which was needed to

remove lime and SON solids from the scrubbers, and (3) Unit 2 Low NOt Burner, which

involved replacing existing coal burners in the boiler with burners designed to reduce die

amount of nitrous oxides (NOx) that is produced when coal is burned. APS made an

adjustment to increaseratebase by $15.889 million on a totalCompany basis and$15.608

million on an ACC jurisdictional basis to treat these three Cholla environmental projects

as plant in service. In addition, APS made pro forma adjustments to Depreciation and

Property Tax Expense in the amounts of $341,000 and $91,000, respectively, on a total

Company basis and $335,000 and $89,000 on an ACC jurisdictional basis.

4

5

6

7

8

9

10

11

12

13

14

15

16

17
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22

23

Yucca Units 5 and 6

I

This post-test year adjustment relates to the Company's construction of two combustion

units at the Yucca Generating Station in order to increase its generating capacity within

APS' Yuma load pocket. Per the Company's response to RUCO 1.18, Units 5 and 6 were

placed into service on June 2, 2008 and June 23, 2008, respectively, or approximately five

and six months after the end of the test year. APS made an adjustment to increase rate

base by $77.123 million on a total Company basis and $75.758 million on an ACC

jurisdictional basis to treat these units as plant in service. In addition, APS made pro

forma adjustments to O&M, Depreciation and Property Tax Expense in the amounts of

$206,000, $2.383 million and $431,000, respectively, on a total Company basis and

$202,000, $2.341 million and $423,000 on an ACC jurisdictional basis.
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MiscellaneousPlant in Service (based on CWIP at December 31, 2007)

APS has also proposed including in rate base miscellaneous plant additions totaling

approximately $251.3 million that were on APS' balance sheet at the end of the test year

as CWIP at December 31, 2007. The $251.3 million reflects actual expenditures that APS

had recorded as CWIP through December 31, 2007, and reflects projects that APS expects

will be in service by the "effective date of new rates." APS' response to AECC 3.1

explains that the date for new rates expected by APS was October 1, 2009.

Q, What is Staff's position on the inclusion of post test year plant in rate base for APS?

A. This is addressed in the direct testimony of Staff witness Ernest Johnson. My testimony

describes the specific adjustments that Staff has reflected, based upon the guidance

provided in Mr. Johnson's testimony.

Q, Have you made any adjustments to APS' proposed rate base amounts for any of

these items?

Yes. Based on the policy guidance articulated in Mr. Johnson's testimony, I have made

adjustments to APS' proposed amounts for post-test year Plant in Service in Staff rate

base Adjustments B-1 and B-5. Shave also made related adjustments for Depreciation and

Property Tax Expense as it relates to those adjustments to post-test year Plant.

I
Post-Test Year Plant Additions for Miscellaneous End-of-Test Year CWIP

Please explain Staff's adjustment to APS' post-test year plant additions.

I

1

2

3

4

5

6

7

8
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A.

A. The Company made a pro forma adjustment to increase its rate base by including plant

additions totaling approximately $251.3 million on a total Company basis that were on

APS' balance sheet at the end of the test year as CWIP at December 31, 2007, and which

APS expected would be placed into service by October 1, 2009. At the end of the test
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year, these projects had not been completed and were not recorded as Plant in Service

APS contends that these construction projects will close to Plant in Secrvice by October 1

2009, i.e. by the time when APS expects the new rates in this proceeding to take effect

APS claims that this justifies their inclusion in rate base in this proceeding

6 Q~ Did APS include CWIP amounts beyond December 31, 2007 in its adjustment?

No. The amounts that APS included in rate base as plant in service under its proposed

adjustment are based on the amount recorded as CWIP as of December 31, 2007

Additional construction expenditures beyond the end of the test year are not included in

APS' proposed adjustment

12 Q Have some of  the projects that were in CWIP at December 31, 2007 since been

placed into service

Yes. Many of the proposed post-test year plant additions that were in CWlP as of

December 31, 2007 have been placed into service and closed to Plant in Service. For

example, APS' response to Staff 17.3 identified the plant that was placed into service by

October 23. 2008

19 Q What policy guidance did Staff witness Johnson provide to you concerning the

amount of post-test year plant additions that Staff proposes be included in rate base?

As described in his direct testimony, Mr. Johnson has recommended that the portion of

APS' December 31, 2007 CWIP projects that are projected to be placed into service by

December 31 , 2008 be included in rate base as post-test-year plant
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1 Q-

2

What rate base adjustment have you made to APS' proposed miscellaneous post-test

year plant additions based on that guidance?

Staff Adjustment B-l reflects the impact of this recommendation. The CWI? projects that

are not projected to be in service as of December 31, 2008 have not been included in rate

base as plant in service by Staff As shown on Schedule B-1, this adjustment reduces

APS' proposed jurisdictional rate base by $45.2 million.
1

Q- Is Staff rate base Adjustment B-1 related to an income statement adjustment?

Yes. This Staff rate base adjustment is related to Staffs adjustment C-8, which reduces

APS' proposed pro forma adjustment to Depreciation and Property Tax Expense as it

relates to the post-test year plant additions removed from APS' proposed rate base as

shown on Schedule B-1 .

Corrections to Trended RCND Amounts

How is Fair Value Rate Base generally determined in Arizona?

Generally, the Fair Value Rate Base is determined based on an average of a utility's

original cost rate base ("OCRB") and its Reconstruction Cost New Depreciated ("RCND")

rate base. In the current APS rate case, FVRB is also determined using an average of

OCRB and RCND rate base.

Q~ What components of its OCRB did APS adjust, based on a trending analysis, to

3

4

5

6.

7

8

9

10

11

12

13

14
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22

23

24

25

A.

A.

A.

A.

RCND values?

In its filing, APS only adjusted the Plant and Accumulated Depreciation components of

rate base to RCND values. APS did not adjust the plant-related component of

Accumulated Deferred Income Taxes to an RCND value.
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I

I

I

Q-

I

I

What are Accumulated Deferred Income Taxes ("ADIT") and how do they arise?

ADIT arises because the financial reporting rules and tax rules differ on when many items

of income and when many items of expense must be recognized. The financial reporting

rules are specified in generally accepted accounting principles ("GAAP") and generally

attempt to reflect economics. The tax rules reflect myriad policy determinations, special

interest provisions, attempts to promote activities, attempts to discourage other activities,

etc. Financial reporting and tax accounting treatment of an item can differ sometimes

dramatically. ADIT represents the cumulative consequences of the differences between

tax and book accounting;

What is the main source of ADIT for utilities?

I

I

1

2

3

4

5

6

7

8

9

10

11 » Q.

12 A.

13

14

15

16

17

18

19

20

21

22

23

The main source of ADIT for utilities is depreciation. Financial reporting reflects the

economic decline of an asset over its useful life. B y contrast, the tax law reflects a

conscious policy by Congress to promote the acquisition of certain types of assets.

Congress implemented this policy by enacting accelerated depreciation, which allows the

claiming of tax depreciation deductions using a pattern that is a good deal more rapid than

the economic consumption of the asset. The accelerated deductions lower income taxes

due and thereby produce a cash benef it to the company making the investment.

Depreciation, body book and tax, is generally limited to the cost of an asset. Accelerated

tax depreciation essentially allows tax deductions that would have been claimed at a later

point in time to an earlier point in time. It generally does not alter the total quantity of

deductions. The primary purpose is to encourage investment by providing an income tax

savings to the taxpayer,

I
I
l

I

n

l
r

A.
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1

2

Q,

3

4

What is the nature of accelerated tax depreciation?

By accelerating deductions, Congress extended an interest-free loan from the Federal

government to taxpayers who acquire business assets. This capital investment subsidy

could have taken the form of a straight governmental loan program. Instead, Congress

chose to use the tax system to extend and receive repayment of the loan. This is where

ADIT comes in. ADIT represents the obligation on the part of the Company to repay the

loan that was extended by the government. Conceptually, ADIT is funded by ratepayers

through the payment of a utility's Deferred Income Tax Expense, which is included as an

operating expense in establishing a utility's revenue requirement and base rates.

Q-

A.

Is ADIT unique to utilities?

No. Under GAAP, all companies reflect ADIT. This is because governmental loans are

made to all types of enterprises and, in each case,the economics are the same. In the case

of utilities, however, the ADIT is funded by ratepayers v ia the inclusion of Deferred

Income Tax Expense in the setting of a utility's rates based on cost of service principles.

A

Q~ What are the typical accounting entries for ADIT relating to accelerated tax

depreciation?

5
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A. For accelerated tax depreciation, the tax deduction typically exceeds the book depreciation

expense, especially in the early years after the asset is placed into service. For illustrative

purposes, if tax depreciation in a particular year exceeded book depreciation by $100

million, and the tax rate was 40%, a utility would make the following accounting entries to

record the impact on ADIT :

Account

410. 1

282.0

Description
Provision for Deferred Income Tax Expense

Accumulated Deferred Income Taxes

Debit
$40,000,000

Credit

1

25

A.

$40,000,000
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1

2

Accounting for ADIT can be a complicated area. The above simplified illustration is not

intended to explain the complexities, but rather to merely provide some basic content from

an accounting perspective to help conceptualize the rate malting treatment.

Q-

A.

How is ADIT treated in ratemaking?

Because ADIT represents a no-cost element of  the f inancing of  the asset being

depreciated, ADIT associated with the assets included in rate base is reflected in Arizona

ratemaldng as a reduction in rate base (the predominant practice). (In some regulatory

jurisdictions, the ADIT is reflected as a zero cost component of the capital structure.) In

either case, ADIT associated with assets included in rate base reduces the return

component of the cost of service.

Q- Please explain Staff's adjustment for the ADIT amount in the RCND rate base.

A. When reviewing APS' RCND rate base, it was discovered that APS used the same ADIT

amounts in OCRB and RCND rate base. Because of the way in which APS calculated the

required net operating income on FVRB, using the so-called "backing-in" approach, this

did not have any impact on APS' proposed revenue requirement on fair value rate base.

T

3

4
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However, it does have an impact on Staffs proposed revenue requirement on FVRB,

which applies a FVROR to FVRB, as described in my testimony and the direct testimony

of Staff witness David Parcell. The portion of APS' ADIT balance that relates to Plant

and Accumulated Depreciation should be trended in order to derive the corresponding

RCND value. This adjustment is necessary in order to properly derive FVRB.

I
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1

2

3

4

5

6

7

8

9

10

11

Q- Did APS provide a calculation of an RCND amount of ADITthat reflects the impact

of APS' RCND amounts for Plant and Accumulated Depreciation?

Not init ial ly. In response to data request Staff 6.155, which referred to Company

Schedule B-l, pages 1 and 2, APS stated that: "Reconstruction Cost is generally only

applicable to depreciable property (see ACC regulation ACC R14-2-103(A)(3)(n). Items

with the same values on page 1 and 2 of Schedule B-1 are not depreciable property thus no

RCND calculation was prepared." However, data request Staff 6.l54(b) asked APS if the

ADIT amount shown on Schedule B-1, line 4 related to Plant that has been trended, and

the Company's response was: "Yes, a portion of ADIT does relate to assets trended."

Staff asked APS further data requests aboutthis, including Staff 13.3 and 20.2. APS'

response to Staff 20.2 stated as follows:12
13
14
15
16
17

As discussed previously, the Company does not maintain accumulated deferred
income taxes by vintage. The Company believes trending plant-related ADIT
using the relationship between OCLD and RCND is the best alterative in the
absence of vintage ADIT.

APS' response to Staff 20.2 included attachment APSl3820 for a schedule which trended

the plant-related ADIT.

18

19

20

21

22

23

24

Q- Have other Arizona utilities recognized that the plant-related portion of ADIT must

be trended in order to accurately derive RCND and fair value rate base?

Yes. Examples of other Arizona utilities that have recognized the need to trend the plant-

related portion oflADIT include:
i

25

26
27
28
29
30

A.

A.

Utility
UNS Gas, Inc.
UNS Electric, Inc.
TEP, Inc.
Southwest Gas Co.

Docket No.
G-04204A-06-0-63
E-04204A~06-0783
E-01933A-07-0402
G-0 I551A-07-0504
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Q-

I

Have you calculated an RCND amount for ADIT that reflects trending to recognize

the impact of APS' RCND amounts for Plant and Accumulated Depreciation?

Yes. Because APS had originally not provided the requested RCND calculation for

ADIT, I had prepared a calculation of an RCND amount of ADIT that reflects the impact

of APS' RCND amounts for Plant and Accumulated Depreciation. Because APS did

eventually provide a similar calculation in its response to Staff 20.2, I have used the

information provided in that response for Staff Adjustment B-2. It is necessary to derive

an accurate RCND and fair value rate base amount for ADIT. Schedule B-2 shows the

and corrected trended amount for ADIT, in total and on an ACC

jurisdictional basis. As shown on Schedule B-2, this Staff adjustment increases the amount

of ADIT related to APS' RCND rate base for ADIT by $1.199 billion on a total company

basis and by $1 .012 billion on aN ACC jurisdictional basis. Because the ADIT balance is

an offset to rate base, this adjustment decreases APS' tiled RCND rate base by $1.012

billion.

APS as-filed,

1

2

3

4

5

6

7

8

9
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18

Q. Did APS' response to Staff 20.2 identify additional corrections to APS' as-filed

RCND amounts?

Yes. APS' response to Staff 20.2 also stated that:

While going through the ADIT trending process, it was discovered that removal
costs were inflated in determining RCND. Since removal costs are already stated
in today's value, the originally filed RCND was understated.

19
20
21
22
23
24
25
26
27

See attached as APSl3819 the RCND schedule that corrects the inflation of
removal costs. Also see attached as APSl3820 the schedule that trends plant-
related ADIT.

L

28

29

A.

A.

On Schedule B-2, I have reflected this additional correction to the RCND amounts for

Plant and Accumulated Depreciation that were presented in APS' amended filing.
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1

2

Q,

A.

3

4

Please summarize Staff's adjustment to the RCND rate base amounts.

As shown on Schedule B-2, and summarized below, Staffs adjustment to correct the

RCND amounts in APS' ti l ing reduces APS' proposed RCND rate base, on an ACC

jurisdictional basis, by approximately $539.5 million

5

6 Staff Adjustment B-2
RCND Correction Adjustments

(Thousands of Dollars)
J

Staff
ACC Jurisdictional Amounts
Plant in Service
AccumulatedDepreciation
Net Plant
Accumulated Deferred Income Taxes
Net RCND Rate Base Impact

Adj ustmeut
S 47,546
s 425,030
s 472,576
$ (1 ,Ol2,097)
$ (539,521)

Miscellaneous Accumulated Deferred Income Taxes, Account 190

What is the general rule or principle that governs whether an item of ADIT is

included or excluded from a utility's rate base?

7
8

9

10

11

12

13

14

15

16

17

18

19

20

A. ADIT for a particular item is generally included in rate base as an offset to the related item

generating the deferred taxes included in rate base, and is excluded if the related item is

excluded from rate base. APS' response to RUCO 1.5 acknowledges Ms general

principle.

Q- As part of Staff's analysis of APS' proposed rate base inclusion of ADIT, how did

you attempt to match each ADIT component that APS reflected in rate base with the

corresponding asset or liability that was reflected in rate base?

i
21

22

23

24

25

26

A. My analysis included a review of APS' detail of ADIT components that the Company

proposed to reflect in the derivation of rate base. With the exceptions noted below, I was

able to match each ADIT component to a corresponding asset or liability in rate base.
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1 Q- What do you propose for the ADIT component that you were unable to match with a

corresponding asset or liability that was reflected in rate base?

The ADIT component that could not be matched with a corresponding asset or liability

should be removed from rate base.

Q.

A.

Please explain the adjustment to Miscellaneous Accumulated Deferred Income Taxes

that was recorded by APS in Account 190. ,v

This adjustment is shown on Schedule B-3. It decreases ACC jurisdictional rate base by

APS'

response to Staff 21 .2 stated that this amount was recorded on the books of Pinnacle West

and .should be removed. Another reason for removing the ADIT related to stock based

compensation is that Staff is recommending that APS' stock-based compensation expense

be disallowed. Stock-based compensation was disallowed in Decision No. 69663 in APS'

last rate case. It has also been disallowed in other recent Arizona utilities' rate cases, as

described in a later section of my testimony.

$647,000 for the impact of removing ADIT related to stock based compensation

Q- Did you make any other adjustments to Miscellaneous Accumulated Deferred

Income Taxes that were recorded in Account 190?

z

3

4

5

6

7

8

9

10

11

12
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22

A.

8
l

23

24

Yes. In its supplemental response to Staff 21.2, the Company stated that the amount of

ADIT for pension liability recorded in Account 190 included $1.581 million that was

related to APS' current pension liabilities, which were excluded from rate base, and that

dies corresponding ADIT amount should also be excluded from rate base. Accordingly, I

have removed the ACC jurisdictional amount of $1.485 million from Account 190 as

shown on Schedule B-3 .

A.

3 Also see Staff Adjustment C-4 that removes the expense for stock~based compensation.
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Q- After making Staffs adjustments, what amount of debit-balance ADIT in Account

190 remains as an additionto rate base?

As shown on Schedule B-3, APS' proposed amount for ACC jurisdictional debit-balance

ADIT in Account 190 of $466 million is reduced by $2.132 million, such that $463.9

million remains as an addition to ACC jurisdictional rate base.

(2)

(3)

(4)

1

2

3

4
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24
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A.

A.

Working Capital

Have you reviewed the Conlpany's request for a working capital allowance?

Yes. The Company's worldng capital request consists of six separate subcomponents.

The subcomponents are :

(1) a negative Cash Working Capital balance of $103.40 million based on a lead/lag

study on a total company basis and $90.18 million on an ACC Jurisdictional basis

per the Company's response to Staff l7.10;

a year-end Materials and Supplies balance of $149.76 million on a total company

basis and $128.94 million on an ACC Jurisdictional basis per the Company's

response to Staff 17.10,

a year-end Fuel (Coal and Oil) balance of $27.79 million on a total company basis

and $27.1 million on an ACC Jurisdictional basis per the Company's response to

Staff l7.10;

a year-end Fuel (Nuclear) balance of $69.27 million on a total company basis and

$67.58 million on an ACC Jurisdictional basis per the Company's response to Staff

l7. 10,

a year-end Prepayments balance of $15.41 million on a total company basis and

$14.59 on an ACC jurisdictional basis per the Company's response to Staff 17.10,

and

(5)
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(6) a year-end Special Deposits & Working Funds balance of $226,000 on a total

company basis and $221,000 on an ACC jurisdictional basis pet the Colnpany's

response to Staff 17.10

I

As shown on Company Schedule B-5, APS' rate base reflects a request for working

capital of positive $l59.052 million on a total company basis and $148268 million on an

ACC Jurisdictional basis was calculated by summing the amounts referenced above that

were provided in APS' response to Staff 17.10. I will address the Company's cash

working capital request, along with the lead/lag study APS provided as support for that

request

12

13

B-4.1 Cash Working Capital

Q. What is cash working capital?

Cash working capital is the cash needed by the Company to cover i ts day-to-day

operations. If the Company's cash expenditures, on an aggregate basis, precede the cash

recovery of expenses, `mvestors must provide cash working capital. In that situation a

positive cash working capital requirement exists. On the other hand, if revenues are

typically received prior to when expenditures are made, on average, then ratepayers

provide the cash working capital to the utility, and the negative cash working capital

allowance is reflected as a reduction to rate base. In this case, the cash worldng capital

requirement is a reduction to rate base as ratepayers are essentially supplying these funds

23 Q Does APS have a positive or negative cash working capital requirement?

I.

APS has a negative cash working capital requirement. In other words, ratepayers are

essentially supplying the funds used for the day~to-day operations of the Company. On
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average, revenues from ratepayers are received prior to the time when the utility pays the

associated expenditures

4 Q. Did APS present a lead/lag study in support of its cash working capital requirement?

Yes, APS performed a lead/lag study to calculate the cash working capital requirement in

this case. The Company provided its lead/lag study calculations with its work papers in

this case

9 Q Has APS made any revisions to the cash working capital calculation included in its

filing

Yes. In its response to Staff 13.1, which addressed APS' net lag days associated with

interest expense, the Company stated that in reviewing the detail supporting interest

expense when preparing its response to the referenced data request, it noted that the

interest lag calculation was not prepared in accordance with Staffs methodology from the

previous rate case, Therefore, APS recalculated interest expense using its adjusted total

Company original cost rate base of $6.236 mill ion as shown on Schedule B-1 and

multiplied it by its proposed weighted cost of debt of 2.67%, thus reducing its as-filed

interest expense by approximately $8.7 million. In addition, APS revised its interest

expense lag calculation, and the resulting impact of these revisions reduced APS' as-filed

cash working capital by approximately $4.078 million on a total Company basis and

$3.512 million on an ACC jurisdictional basis

23 Q Are you recommending any revisions to APS' cash working capital request?

Yes. I have reflected the impact of Staffs adjustments to operating expenses and impacts

on revenue-based taxes. I have also synchronized the calculation of cash working capital

with Staffs recommended revenue increase
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Q- What is the result of your cash worldng capital calculation?

A. As shown on Schedule B-4, APS' tiled cash working capital request should be decreased

by approximately $1 .8 million 'm total and $1 .6 million on an ACC jurisdictional basis.

Yucca Plant Units 5 and 6

Please explain Staffs adjustment to APS' Yucca Plant Units 5 and 6.

A. As discussed in a previous section of my testimony, the Company has made a pro forma

adjustment to increase rate base by $77.l23 million on a total Company basis and $75.758

million on an ACC jurisdictional basis for the costs associated with the Company's

construction of two combustion units at the Yucca Generating Station (Units 5 and 6) in

order to increase its generating capacity within APS' Yuma load pocket. Per APS'

response to RUCO 1.18, Units 5 and 6 were placed into service on June 2, 2008 and June

23, 2008, respectively, at a combined cost of  approximately $68,304 mil l ion, or

approximately $8.819 million less than what the Company has requested be included in

rate base for these projects.

Q, Has the Company provided an updated amount related to the construction costs

»
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A.

associated with Yucca Units 5 and 6?

Yes. The Company provided an updated amount related to construction costs associated

with Yucca Units 5 and 6. Per APS' response to Staff 17.4, actual constmcdon costs

incurred for the Yucca Plant totaled $75.194 million as of September 30, 2008, or $1.929

million less than the amount the Company is requesting be included in rate base in this

proceeding. In addition, the Company stated in response to Staff 23.6 that legal expenses

totaling approximately $32,000 were related to the Yucca Power Plant expansion and

should be removed Hom test year expenses and included as part of APS' Yucca Plant pro
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forma rate base adjustments. I have reflected this change and, as shown on Schedule B-5,

I have reduced APS' proposed adjustment related to Yucca Units 5 and 6 in order to

reflect the actual construction costs incurred as of September 30, 2008. This adjustment

reduces APS' rate base by $1 .897 million on a total Company basis and by $8.075 million

on an ACC jurisdictional basis.

1

Q- Why is there such a large difference between the total Company amount of your rate

base adjustment versus the ACC jurisdictional amount for Yucca Units 5 and 6?

A. APS' response to data request Staf f  25.4 prov ided the Company's actual  ACC

jurisdictional costs for the Yucca Plant Units 5 and 6 construction project as of September

30, 2008. The ACC jurisdictional amounts on that response were significantly less than

the amount in APS' amended tiling. In APS' amended filing, Schedule B-2 indicated an

ACC jurisdictional pro forma rate base adjustment of $75.758 million. In contrast, APS'

response to data request Staff 25.4 indicates an ACC jurisdictional amount of $67.653

million as of September 30, 2008, or a difference of $8.105 million. This difference

appears to be the result of approximately 8.4% of APS' total Company Yucca Plant costs

at September 30, 2008 of  $75.194 mi l l ion,  or $6.322 mi l l ion,  being related to

Transmission, which is not allocated to the ACC jurisdiction.

Q- What is the ACC jurisdictional amount of Staffs adjustment for the Yucca Plant?
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A. As shown on Schedule B-5, alter including the ACC jurisdictional amount of the Yucca

Plant related legal expenses referenced above, my ACC jurisdictions adjustment

decreases the plant in service amount for Yucca Units 5 and 6 by $8.075 million.

4 Also see Staff Schedule C~18.
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1 Q Is this Staff rate base adjustment related to an income statement adjustment?

Yes. This Staff rate base adjustment is related to Staffs adjustment C-9, which reduces

APS' proposed pro forma adjustment to Depreciation and Property Tax Expense as it

relates to Staff 's adjustment to Yucca Units 5 and 6 in APS' rate base as shown on

Schedule B-5

7

8

ADJUSTMENTS TO OPERATING INCOME

Please describe how you have summarized Staff's proposed adjustments to operating

Income

Schedule C summarizes Staff's recommended net operating income. Schedule C.1 (ACC)

presents Staffs recommended adjustments to test year revenues and expenses on an

Arizona jurisdictional basis. The impact on state and federal income taxes associated with

each of the recommended adjustments to operating income are also reflected on Schedule

C.1. APS' proposed adjusted test year net operating income is $203 million, whereas

Stay's recommended adjusted net operating income is $301 million. The recommended

adjustments to operating income are discussed below in the same order as they appear on

Schedule C.1

19

20

Attrition Adjustment

Please explain Staff's adjustment to APS' proposed Attrition Adjustment

Iv.

Q

Staff Adjustment C-1 removes APS' proposed Attrition Adjustment. The Company's

proposed attrition adjustment relies upon projections, rather than actual costs, and is

fatally flawed because it would essentially negate every adjustment made by Staff and

interveners that was accepted by the Commission. Therefore, APS' proposed attrition

adjustment should be rej acted in this case, as the attrition adjustment presented by APS in

its last general rate case was rejected
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1 Q What attrition adjustment has APS proposed in this case

As shown on Attachment DAK-5 to APS witness Kearns' testimony, APS has requested

an additional $79278 million in O&M expense for an adjustment for "attrition" that is not

captured or addressed in APS' proposed non-attrition pro forma adjustments. In i ts

amended filing, on Schedule C-2, page 2, APS has reflected its request for an attrition

adjustment as a $79278 million increase to operations and maintenance expense. The

basis for APS' attrition adjustment is APS' projected results for 2010, imposed as an

additional adjustment on the 2007 test year, over and above all of APS' other pro forma

adjustments

11 Q Has APS explained how its proposed attrition adjustment would interact with other

pro forma adjustments

Yes. As explained by APS witness Kearns' direct testimony, on page 17, lines 13-19, the

attrition adjustment proposed by APS would rise commensurately for every dollar of APS

other pro forma adjustments that is not accepted by the Commission

An analysis of these increases shows that APS' projected cost increases far exceed
its expected revenue growth through 2010, resulting in a $79.3 million dollar
revenue deficiency at Test Year levels caused by attrition-a number that assumes
that all the other Company's pro forma adjustments (other than its attrition pro
donnas) are adopted and included in rates. (If the Companv's other pro forma
adjustments are not accepted, the attrition number rises commensuratelv.l

z

(Emphasis supplied.) This feature of APS' proposed attrition adjustment would also

apparently result in increasing the attrition adj vestment cornrnensurately for all adjustments

by Staff and other parties that are accepted by the Commission. This feature of APS

proposed attrition adjustment is therefore extremely objectionable, and is a sufficient

reason, in itself, to reject APS' proposed adjustment
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Q- Did APS propose an attrition adjustment in the prior rate case?

Yes. APS proposed an attrition adjustment in the prior rate case, Docket No. E-01345A-

05-0816, in its rebuttal tiling.

Q-

1
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A.

In Docket No. E-01345A-05-0816, did the attrition adjustment proposed by APS

contain similar obi actionable features to the attrition adjustment that APS is

proposing in its current general rate case?

Yes. As noted in the surrebuttal testimony of Staff witness James Dittnuer at page 4 in that

proceeding, APS witness Wheeler in that case addressed the Company's proposed attrition

adjustment which included the same feature of a dollar-for-dollar increase in claimed

"attrition" for every dollar of Staff, RUCO or other intervenor adjustments:

12

13
14
15
16
17
18
19
20
21

Mr. Wheeler appears to advocate adoption of an "attrition adjustment" that
would be equivalent on a dollar-for-dollar basis to the sum of all Staff; RUCO or
other intervenor adjustments that this Commission might adopt that would
otherwise reduce the Company's requested overall increase of approximately $450
million. Or stated more specifically, Mr. Wheeler is advocating that for each
dollar of "disallowance" of the Company's requested rate increase that this
Commission might adopt that it concurrently authorize a dollar of an attrition
allowance adjustment that would bring the increase being granted exactly back to
the level that the Company is now requesting.

22

23

24

25

26

A.

That was unacceptable to Staff in the prior MS rate case. In the current APS rate case,

basing APS' revenue requirement on a projection of 2010 results, unadjusted for any

disallowances or other adjustments, to achieve a targeted return on equity, is similarly

unacceptable.
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1 Q

3 A.

Was the attrition adjustment that APS proposed in Docket No. E-01345A-05-0816

adopted by the Commission?

No. Decision No. 69663 rejected APS' proposed attrition adjustment, stating as follows at

pages 65-68

24

26
.I
I

APS defined attrition as "the tendency of the utilities rate of return to diminish
over time because of operating costs that increase faster than revenue, capital costs
growing faster than earnings or a combination of both." However, lust because the
rate of return may diminish over time, it does not mean that the rates and charges
for service are no longer just and reasonable. According to the Bluefeld court: "A
rate of return may be reasonable at one time and become too high or too low by
changes affecting opportunities for investment, the money market and business
conditions generally." (Bluefeld, at 693) The Commission uses a return on FVRB
to set rates and charges that are just and reasonable - it is not the rate of return or
the level of revenues received that must be just and reasonable, but the rates and
charges. (Arizona Constitution Article 15, §3) Although it may be diff icult to
understand the distinction, the approved rates and charges reflect the underlying
cost-based relationship between the cost of providing service and die revenues
needed to provide that service. As the number of customers increases over time
total  rev enues wi l l increase,  but  whether total expenses wil l increase
proportionally, is unknown and unknowable. This is because some "f ixed
expenses built into existing rates and charges can be spread over more customers
before the expense level increases. Another unknown variable is that the total
level of expenses may increase or decrease due to factors that are unrelated to the
number of customers. Plant in service and rate base amounts will also change over
time. Furthermore, the fair value base rate of return used to set rates and charges
for service does not equate to the total company's earned returns. The concept of
rate base includes only the reasonable and prudent investments that are necessary
to provide service and may or may not be the same as the total company's plant

30

I

37

40

Therefore, "attrition" in and of itself, is not especially significant." Because the
utility's rates are set on a jurisdictional basis and it is allowed to earn a return on
FVRB, the moment that rates are established, there will be "attrition" if one applies
the fair value rate of return to Total Company plant in service instead ofFVRB.] It
is a normal, expected, and to some degree, necessary, component of the rate setting
process. It serves a "trigger mechanism" for a utility, a way of determining at what
point the existing rates and charges are no longer "just and reasonable." It is at
that point that the utility must make a determination to file a rate application
where that "relationship" between costs and service can be re-established to
provide rates and charges that are just and reasonable. The newly established just
and reasonable rates and charges may result from a rate of return that is higher or
lower than the rate of return used to set rates in the previous rate case. Granting
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I

I
I

1
2
3
4

5
6

APS' request would artificially increase a rate of return that would set just and
reasonable rates and charges, would modify the meaning of fair value rate base,
and would distort the relationship between cost and revenues. This attempt to
account for u measureable and unknown future actions and events would
necessarily create unjust rates and charges immediately in order to possibly
achieve just and reasonable rates at some Lmlmown point in the future,

Q- What other serious flaws with APS' proposed attrition adjustment were recognized

by the Commission in Decision No. 69663? .
J

7
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A. In Decision No. 69663, the Commission also recognized as a serious flaw in APS'

proposed attrition adjustment that, if adopted, it would render meaningless all of the

Commission's other findings of pendency and reasonableness of APS' operating expense

and plant, and, ultimately, the concept of a fair value rate base:

13

14
15
16
17
18
19

20
21
22
23
24
25
26

Further, to accept APS' position that it should be allowed to revenues over and
above the amount that is necessary under an historical test year approach would
render meaningless our all of our findings of prudence and reasonableness of APS'
operating expenses and plant, and ultimately, the concept of a fair value rate baser"
As discussed by RUCO's witness, regulators "seek to set the allowed return equal
to the cost of equity capital for the same reason they set the return allowed on
utility debt equal to the cost of that type of capital. Utility rates should be cost-
based. That includes the cost of money ... equity and debt. Investors understand
that utility returns are allowed and earned on the book value (original cost less
depreciation) of the utility's plant investment. That longstanding regulatory
paradigm has been in existence for many, many years and, through iiNormationally
efficient markets, utility investors are aware of that fact." (RUCO Exhibit No. ll,
Hill Direct, pp 19-20.)



Direct Testimony of Ralph C. Smith
Docket No. E-01345A-08-0172
Page 43

1 Q.

2

3 A.

In Decision No. 69663, how did the Commission describe the purpose of using an

historical test year to set just a reasonable rates for a regulated utility?

At page 67 of Decision No. 69663 the Commission stated that:

4
5
6
7
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The Commission has used the historical test year cost~of-service analysis for many
years as a way to analyze what rates and charges are just and reasonable when
setting rates for regulated utilities. We use the application of a return on fair value
to establish a level of revenues that is just and reasonable: The end is not to
achieve a certain, prescribed return, but to set just and reasonable rates and
charges. Our duties under the constitution also require us to ascertain the fair
value of the property, and according to Simms, such value is required to be "used
as the base in fixing rates" and the "reasonableness and justness of the rates must
be related to this finding of fair value." Thus, it would not be constitutional for us
to set rates based upon the achievement of certain targeted financial credit metrics
or return on equity.

Q- Has the Commission allowed adjustments to address .attrition in the past?

A. Not since the late 1970s and early 1980s. Based on APS' responses to discovery requests

and Staffs research of prior orders, the Commission had allowed APS exceptional

ratemaldng treatment to recognize attrition during the construction of the Palo Verde

Nuclear Generating Station ("Palo Verde").

Please discussion the decisions from the late 1970s where the Commission allowed

extraordinary ratemaking treatment for APS in order to address the financial

pressure related to the construction of Palo Verde.

16
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23 Q .

24
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28

A. In Decision No. 48139 (August 15, 1977), for example, the Commission allowed some

CWIP to be included in rate base in order to address attrition. At page 10 of Decision No.

48139, the Commission stated:

i

29

30
31

It has been argued that it is inappropriate to put CWIP in rate base for two reasons.
First, dirt under the Constitution of the State of Arizona, only plant that is used and
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useful may earn a rate of return. By definition, plant still under construction is not
being used and useful. Secondly, it is argued that it is inappropriate to require
present consumers to pay for plant to be used in the future. It was pointed out that
this is especially true for retirement communities such as Sun City, where some of
the consumers may not be able to enjoy future plant. Specific mention has been
made in relation to the Palo Verde Nuclear Plant whose three units are to go on
line in 1982, 1984 and 1986.

We End a great deal of merit in the above arguments. We will therefore reject the
placement of any CWIP for plant that will go on line so far in the future as to
constitute a present burden for the benefit of future consumers

12

13

14

15

16

In Decision No. 48139 the Commission determined that a "present customer," in the

context of that Palo Verde recorded rate case, was one that would receive service for two

years beyond the test year for purposes of its evaluation of CWIP in that case. At pages

11-12 of Decision No. 48139 the Commission stated that:

111 like manner, if we limit our determination Of CWIP to CWIP that will go on line
within the next two years we can consider it, for the approximation period, to be
used and useful for present customers. In die same way, present customers are
paying for present plant if the CWIP placed in rate base is limited. to what will go
on line within two years.
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We must determine from a policy point of view whether CWIP in any fashion
should be included in rate base. We are not establishing a firm policy to be used in
all cases for all utilities or even for this utility in future cases. We are looldng at
the utility under consideration in determining whether it is appropriate to place
CWIP in rate base.

What else did Decision No. 48139 state concerning attrition?

Page 15 of Decision No. 48139 stated that:

iI
3 2

33
3 4
3 5
3 6
3 7

Because this is for a historic period, the Company will never earn the rates
allowed. Attrition will set in. Mr. Danielson states that the fuel adjustment will
eliminate much of this attrition. with this we agree. However, other attrition
factors are at work within the Company which causes a factor far in excess of the
experience of other companies in this nation.



Direct Testimony of Ralph C. Smith
Docket No. E-01345A-08-0172

Page 45

1

2

Q-

A.

Does APS currently enjoy a robust fuel recovery mechanism?

Yes. APS' current Power Supply Adjustor ("PSA") Mechanism includes a forward

component that provides a better matching of cost recovery with cost incurrence and

allows APS to include demand costs related to purchased power agreements, among other

things.

Q~
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A.

How did the Commission address attrition resulting from the construction of Palo

Verde in Decision No. 48139?

Decision No. 48139, at page 17, explained that the Commission prefers to work with

actual rather than projected information, whenever possible. Additionally, the

Commission deemed i t prudent to proceed slowly and careful ly in ini t iating new

procedures and did not wish to allow the Company to earn undue profits:

13

14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

30
31

The procedures we have outlined above, which are contained in this Order, are
new in the State of Arizona. We wish to proceed slowly and carefully in initiating
new procedures and we do not wish to allow the Company to am undue profits as
a result of financial conditions not reflected in present projections. We wish to
work with actual randier than projected information, whenever possible. Therefore,
we have placed the limitation on the return on common equity for implementation
of the adjustments in Step II and Step III in that we regard the return on common
equity as the best financial indicator of the condition of the Company and the most

appropriate method of determining whether the additional adjustments are justified
for the company. We do not wish to allow the Company an excessive increase
based upon a limited mini hearing and without going into the full financial
condition of the Company, we therefore have placed the additional limitation of a
5% increase. We have further safeguarded the procedure by limiting the number
of mini hearings and requiring the Company to come in with full financial
information for a calendar test year ending December 31, 1978 so that we may
review the effects of this new procedure based upon the actual financial data of the
Company and determine the appropriateness of the procedure we have herein

established.

J
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Q-1

2

3

4

A.

Please discuss an attrition adjustment that was addressed for APS in Decision No.

51009.

In Decision No. 51009 (May 29, 1980), the Commission adopted an attrition adjustment

bed upon an historical analysis and related recormnendation by a witness for Staff in

that proceeding and rejected an APS-proposed prospective calculation because it was

based on speculation not on substantial evidence. Pages 19-21 of Decision No. 51009

discussed the attrition issue in that case as follows:

5

6

7

ATTRITION

The various aspects of rate making can be reduced to one degree or another to
assumptions from which rational calculations can be made. A substantial
controversy surrounds the issue of attrition and its treatment in this case. On one
item, and only one item, does there appear to be no controversy: attrition does
exist. In essence, company earnings are subject to erosion over time. While the
effect of this phenomena may be minimal in some and possibly even most utility
operations, the impact of attrition on a billion dollar plus company can be sizable.
Earnings are based upon a test period which, though it be adjusted and modified, is
still to some extent a model based upon a past period with historical costs and
revenues. Time does elapse from the end of that period and those calculations
until the entry of an order by the Commission. Over that period of time any rate of
return set by the Commission on the test period will erode. To what degree is the
difficult question.

The utility would have us look into the years of 1980 and 1981 to evaluate the
impact of the attrition factor. Given the demonstrated and admitted inaccuracy of
many Company projections both as to future system demand as well as expected
operating income results, this Commission feels that to accept APS' invitation
would be to base our decision on speculation not on substantial evidence. Citv of
Tucson v. Citizens Utilities Water Co.,17 Ariz.App. 477, 498 P.2d 551 (1972).

8

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

The record also contains a study by the Commission staff which attempts to
quantify the historical effect of attn'tion. We conclude that the use of such
information is reasonable in the instant case and based upon that evidence the
Commission may include a factor for attrition in determining what rates the
company may be authorized to charge. This does not result in prospective rate
making or speculative rate making. Quite to the contrary, by use of this approach,
the Commission is attempting to evaluate, and compensate for, a very real
phenomenon. This approach is preferable to a future test year, to the utilization of
an over stated or inf lated rate of  return or to the use of  attri t ion disguised
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adjustments to test year operating results. Our inclusion of such an allowance is an
innovation in this jurisdiction, but one which we feel is justif ied in the present
record. We will watch with interest the effect of such an adjustment on APS and
specifically reserve the right to reverse or modify our direction on this issue based
upon the results of such observation

Therefore, we adopt the staff's recommendation and conclude dirt an attritional
allowance of .6% is reasonable and, in doing so, conclude that on this difficult
issue our approach is rational and is supported by the best evidence of record. We
decline the temptation to experiment in the occult prognostication of future events
We recognize that to some extent it is necessary to recognize reasonable trends and
establish rates thereon. However, we do not believe that i t is necessary or
reasonable to go beyond the trends which have been experienced to attempt to
compensate for matters which are speculative and not reasonably ascertainable

APS' proposed attrition adjustment in the current rate cases is based on forecasts of 2010

results. Decision No. 51009 rejected an attrition adjustment proposed by APS in that case

that was based on forecasts

20 Q Decision Nos. 48139 and 51009 were in the context of APS' construction of Palo

Verde, a major nuclear generating plant, that required several years to build and

placed an extraordinary financial strain on the Company. Is APS presently

constructing a nuclear generating plant?

No

26 Q Is APS presently constructing other large base-load generation plant?

Not to my knowledge, which is based on a review of APS' tiling, CWIP balance details

and other accounting docmnents and APS' responses to discovery. There has been much

talk of the Solana solar project, but that is being constructed by another firm, not APS

although APS has contracted to purchase the power. Because of a provision in a prior

settlement agreement which discouraged self -bui lding by APS of  new base load
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1

2

generation, APS has generally been obtaining much of its incremental generation capacity

from purchases rather than from building new base load generating Units itself

Q- Has the Commission used attrition adjustments for APS in cases subsequent to

Decision No. 51009?

A. I am advised by Staff that the Commission has not used attrition adjustments for APS in

cases subsequent to Decision No. 51009.

Q- How can growth result in attrition?

A. Earnings attrition occurs when the increase 'm the cost of providing electric service begins

to outpace the increase in margins derived from growth in sales. Relative to electric

utilities nationwide, APS has, in recent years, experienced high growth in retail sales. The

noted historical growth has created a demand to add transmission and distribution plant, as

well as to find new sources of generation capacity and energy to meet such load growth.

APS' amended tiling predicted continued retail sales growth.

Q- Please discuss how the PSA that has been adopted for APS helps alleviate the impact

of attrition.
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A. Currently, and in all likelihood for at least the next few years under the 2004 Settlement

Agreement, APS will meet die need for generation capacity and energy through additional

purchased power arrangements. With the PSA, APS is permitted to pass through not only

purchased power energy charges, but importantly, demand charges. The purchased

capacity being paid for through demand charges included in purchased power transactions

replaces the need to build generating capacity otherwise required to meet growth in

customer electric requirements. Inclusion of demand charges in automatic fuel adjustment

clauses, similar to the APS PSA, does not always occur. Specifically, demand charges are
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1

2

often excluded from utility fuel adjustment clauses because it is recognized that growth in

retail sales, and attendant margins above fuel costs, wil l be available to "pay fol*'

incremental demand costs being incurred. I am not suggesting or recommending that

demand charges be prospectively excluded from APS' PSA. However, I would emphasize

that the APS PSA is more beneficial to shareholders than some filet adjustment clauses.

The inclusion of demand charges in the PSA should be considered a huge "plus" to APS

in its challenges regarding attrition.

Additionally, the inclusion of a forward component in the PSA is also intended to help

APS' financial position and cash flow by more closely matching PSA revenue with the

incurrence of fuel and purchased power costs.

Q- Please summarize some of the rate making features that the Commission

implemented in recent years to address APS' financial position and cash flow

A.

concerns.

The Commission has implemented a forward looking PSA that includes recovery of

demand charges, a transmission cost adjustor, an environmental improvement surcharge,

new base rates, and other measures such as inclusion in rate base of post-test year plant,

and eliminating die Her footage allowance for line extensions in APS' tariff at Schedule 3.

Additionally, the Commission has considered in a generic proceeding and is considering

in the current APS rate case additional hook-up fees, under Schedule 6 to help fulfill a

policy objective of having growth pay for itself

Q_ What assumptions were made by APS in deriving its proposed attrition adjustment?

A.

I
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The key assumptions are addressed in APS witness Kearns' testimony and include:

That all of ANS' pro forma adjustments are accepted. (p. 17, Lines 17-19)•
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•

•

•

That APS' revenue level for calendar year 2010 will be set to match 2010 costs. (p

20, Lines 8-9)

That APS' forecasts of 2010 made before it filed its case are sufficiently reliable

upon which to base a substantial rate making adjustment. (pp. 21-22)

That customer growth will average 1.7% over the years 2008 through 2010. (p.20

Lines 18-19)

That rates from this case will be effective on October l, 2009. (p.20, Lines 11-13)

That the Company decides and is able to access both the debt and equity markets

(p. 20, Lines 13-14)

That the Commission allows the Company to pass increases to the Transmission

Cost Adjustor to retail customers immediately after diode increases are approved

by the Federal Energy Regulatory Commission ("FERC"). (p.20, Lines 14-17)

The key assumptions underlying the Company's financial projections are shown in Mr

Kearns' Schedule F-4

I 17 Q Has the impact of the economic downturn been incorporated into the growth

forecasts APS relied upon in its amended filing1
I

The impact of the economic downturn has not been incorporated into the forecasts

underlying APS' amended filing

22 Q Has Staff been able to make adjustments to APS' projected 2010 information that

would be necessary if that information were to become essentially a 2010-based

future test year

No. Staffs pro forma adjustments are to the 2007 test year. Staff has not conducted a MI

rate case audit of  a projected 2010 future test year or made adjustments to 2010
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I

information that would be needed if such a future test year were to be used to set rates for

APS in this proceeding

4 Q
i

Has Staff requested and reviewed information on APS' financial condition?

Yes. Staff data requests, including Staff 17.5, requested information on APS' financial

condition, based on a number of different scenarios, however, APS' response to that

request failed to reflect ( equity infusion and did not reflect further decreases in APS

construction expenditures that Staff had requested APS to model beyond the reductions to

$894 million in 2009 and $708 million in 2010 that were addressed by APS witness

Donald Brandt in the APS interim rate increase request proceeding

12 Q Should the attrition adjustment proposed by APS be adopted?

No. APS' proposed attrition adjustment is seriously flawed, relying upon speculative

forecast information three years outside of the 2007 test year. Moreover, the attrition

adjustment proposed by APS would increase for each dollar of Staff and intervenor

adjustments and disallowances. Other concerns regarding APS' proposed attrition

adjustment, which is similar in many respects to the. one proposed by APS in its rebuttal

testimony in the prior rate case, Docket No. E-01345A-05-0816, were addressed by the

Commission in Decision No. 69663, as discussed above. Staff views these provisions as

fatal flaws to APS' proposed attrition adjustment and, consequently, recommends that it

be rejected

23 Q Does Staff support APS' proposal to use forecasts as the basis for setting base rates?

No. Staf fs posit ion is that, other than for fuel and purchased power costs, the

Commission should not rely on forecasts as a basis of determining rates. Arizona is an
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1

2

historic test year jurisdiction, and the Commission's rate case management mis, which

sets forth the filing requirements for rate eases, specifies an historic test year approach.

Q- Please summarize Staff's recommendation concerning APS' proposed increase to

operating expense for an attrition adjustment.

3

4

5

6

7

8

9

10

11

12

A. Staff recommends that APS' proposed increase to operating expense of $79278 million

for forecasted attrition be rejected. Staff adjustment C-1 removes that APS proposed

increase to test year operating expense.

C-2

Q.

A.

Advertising Expense

Please explain your adjustment to Advertising Expense.

This adjustment decreases APS' Advertising Expense by $74,172 on a total company

basis and $69,669 on an ACC jurisdictional basis to reflect a correction whereby the

Company, in its response to data request Staff 6.93, has agreed to remove advertising

expense that was not specifically related to energy conservation and sustainability.

Incentive Compensation

Please explain Staff Adjustment C-3.

I

13

14

15

16

17

18

19

20

21

22

23

24

A. This adjustment first normalizes the test year incentive compensation expense amount

based on an average of the last three years 2005 through 2007. In comparison with the

average, the 2007 test year amount was significantly higher. This adjustment then

removes 50% of a normalized level of expense related to APS' Variable Incentive Plan

("VIP") to reflect the sharing of that expense between shareholders and ratepayers.
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Q-

A.

Please explain the reason for removing 50 percent of the normalized incentive

compensation expense.

In general, incentive compensation programs can provide benefits to both shareholders

and ratepayers. The removal of 50 percent of the incentive compensation expense, in

essence, provides an equal sharing of such cost, and therefore provides an appropriate

balance between the benefits attained by both shareholders and ratepayers. Both

shareholders and ratepayers stand to benefit from the achievement of performance goals.

Moreover, there is no assurance that the award levels included 'up the Company's proposed

or Staffs normalized expense (before sharing) will be repeated in future years.

Q,

A.

What is the result of Staff adjustmentC-3?

Test year expense for incentive compensation proposed by APS is reduced by 8611.850

million on a total Company basis and by $11.139 million on an ACC jurisdictional basis.

Related payroll taxes are reduced by $829,488 and $779,718 on a total Company and

ACC jurisdictional basis, respectively.

Q_ What was APS' 'incentive compensation expense in the 2007 test year, and how did

that compare with prior years?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

A. The table below shows the amounts of incentive compensation charged to O&M for each

year 2005 through 2007, which were provided in APS' response to Staff 13.17.

21
22
23
24
25

Year
2005
2006
2007

Total Company
$21 .752 million
$21.005 million
$28342 million

ACC Jurisdictional
$20522 million
$19.842million
8526.470 million

26

27

28

The 2007 test year amount is significantly higher than the comparable amounts from prior

years.
I
I
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Q,1

2 A.

How much of APS' 2007 test year incentive compensation expense was for officers?

It appears that the officers' portion of test year incentive compensation expense was

approxMately $9 million, or approximately 32 percent of the total .Company test year

incentive compensation expense listed in the table above.

Q. Has APS identified the amount of incentive compensation related to front line and

non-senior management?

APS has identified that $18.3 million of the total $28.3 million is for front line and non-

senior management.

Q- How and where did APS indicate this?

3

4

5

6

7
8 . A.

9

10

11

12

13

APS indicated this in response to discovery in the following manner. Staff data request

Staff 18.8 asked APS to:

14

15
16
17
18
19
20

Refer ro the response to Stajlnterim 3.21 and the supplemental response
to Staj"6.114. Please explain fully and in detail the $10 million deference
between the $18.3 million indicated as the amount APS is requesting for
recovery in Staff lnterim 3.21 and the $28.3 million indicated as the 2007
amount of incentive compensation charged to O&M in the supplemental
response to Sta]j'6. I14.

21

In response to this data request, APS stated:22

23
24
25
26
27
28
29

"The response of $18.3 million in Staff Interim 3.21 is the incentive
expense for frontline and non-senior management accrued in 2007, which
was the incentive pay referenced in the portion of Mr. Brandt's affidavit
that was the subject of Sta]_7IInterim 3.21. The response of$28.3 million in
the supplemental Staff 6.114 is the incentive expense for all employees

accrued in 2007. "

30

A.
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1 Q How did APS subsequently revise or clarify the $18.3 million?

APS subsequently revised the $18.3 million amount in its response to data request Staff

12.33(i) where it stated in part that

The amounts of $15.5 million for 2006 and $18.3 million for 2007
represented estimates of the amounts charged to APS operations and
maintenance expense for those years in response to Staj'3.21. Based on a
more detailed analysis for 2007, the total estimate of amounts charged to
various operating and maintenance accounts has been revised to $19.3
million

12 Q Please briefly discuss the key provisions of APS' Variable Incentive Plan

I

l
I



1

i



Direct Testimony of Ralph C. Smith
Docket No. E-01345A_08-0172
Page 57

1
2
3
4
5
6
7
8
9

10
11
12
13
14

[

APS' response to Staf f  6.88, which contains Company-designated conf idential

information concerning its Variable Incentive Plan that was discussed above is presented

in Attachment RCS-7 .

Q, Do APS' shareholders and customers both benefit from its WP goals?

Yes. As noted above, the primary purposes of the Company portion of the VIP is to

emphasize the importance of  the Company's earnings and customer satisfaction,

indicating that there are benefits to both shareholders and customers from the achievement

of VIP goals that result in the payment of incentive compensation.

Q-
I

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

A.

A.

Was an equal sharing of APS' cash-based incentive compensation expense required

in APS' last rate case?

No. In APS' last rate case, only stock-based compensation was removed.
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1

2

Q,

3

4

A.

Was an equal sharing of incentive compensation expense Ordered in other recent

Commission decisions in rate cases involving Arizona utilities?

Yes. In Decision No. 70011 (November 27, 2007), in the recent UNS Gas, Inc. rate case,

Docket No. G-04204A-06-0463, the Commission stated on page 27 that:

5

6
7
8
9

We believe that Stajj"s recommendation provides a reasonable
balancing of the interests between ratepayers and shareholders by
requiring each group to bear half the cost of the incentive program.

10

11

In addition, 'm Decision No. 70360 (May 27, 2008), in the recent UNS Electric, Inc. rate

case, Docket No. E~04204A-06-0783, the Commission stated at page 21 that:

1 2

13

1 4
15

1 6
17
1 8
1 9
2 0

Consistent with our finding in the UNS Gas rate case (Decision No.
70011, at 26-27), we believe :her Stasis recommendation provides a
reasonable balancing o f  t h e interests between ratepayers and
shareholders by requiring each group to bear half  the cost of the
incentive program... Given that the arguments raised in the UNS Gas case
are virtually identical to those presented in this case, we see no reason to
deviate from that recent decision.

21

22

In Decision No. 68487 (February 23, 2006), in a Southwest Gas Company rate case,

Docket No. G-01551A-04-0876, the Commission stated at page 18 that:

23
24
25
26
27

We believe that Stats recommendation for an equal sharing of the costs
associated with MIP compensation provides an appropriate balance
between the benefits attained by both shareholders and ratepayers.

28

29

30

31

Finally, in the most recent Southwest Gas rate case, Docket No. G-01551A-07-0504, a

recommended opinion and order was recently issued (12/0l/08), which contains the

following discussion at page 16:
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In the last Southwest Gas rate case, as well as several subsequent eases,3
we disallowed 50 percent of management incentive compensation on the
basis that such programs provide approximately equal benefits to
shareholders and ratepayers because the performance goals relate to
financial performance and cost containment goals as well as customer
service elements. (Decision No. 68487 at 18.) In that Decision, we
stated:

In  Dec is ion No. 64]72, the Commission adopted Staffs
recommendation regarding A/[IP expenses based on Sta_8"s claim
that two of the five performance goals were tied to return on
equity and thus primarily benefited shareholders. We believe that
Staf fs recommendat ion for an equal shar ing of  the costs
associated with MIP compensation provides an appropriate
balance between the benqits attained by both shareholders and
ratepayers. Although achievement of the performance goals in
the MIP, and the benefits attendant thereto, cannot be precisely
quantif ied there is Lizzie doubt that both shareholders and
ratepayers derive some benefit from incentive goals. Therefore,
the costs of the program should be borne by both groups and we

find Stats equal sharing recommendation to be a reasonable
resolution.

(Id.) We believe the same rationale exists in this case to adopt the
position advocated by Starr and RUCO to disallow 50 percent of the
Company 's proposed MIP costs.4

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37

"See UNS Gas, Inc., Decision No. 70011 (November 27, 2007) at 27,' Arizona Public
Service Co., Decision No. 69663 (June 28, 2007) at 27,' and UNS Electric, Inc., Decision
No. 70360 (May 27, 2008) at 21.
'on the same basis, we will also disallow 100 percent of the Southwest Gas stock
incentive plan ("SIP"). The costs related to similar incentive plans were recently
rqectedfor APS and UNS Electric. (See Ex. S-12 at 32-34.) As was noted in the APS
case, stock performance incentive goals have the potential to negatively eject customer
service, and ratepayers should not be required to pay executive compensation that is
based on the pertorvnance of the Company 's stock price. (Decision No. 69663 of 36.)

38 Q. Please summarize Staff's recommendation concerning APS' VIP expense.

39 A.

40

41

Staff recommends a 50 percent sharing of normalized VIP expense between shareholders

and ratepayers. As shown on Schedule C-3, this results in a reduction to test year expense

of  $11.850 mi l l ion on a total  Company basis and $11.139 mi l l ion on an ACC
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jurisdictional basis. In addition, I have reduced the related payroll taxes by $829,488 on a

total Company basis and $779,718 on an ACC jurisdictional basis.

A.

Stock-Based Compensation

Please explain your adjustment to APS' Stock-Based Compensation.

As shown on Schedule C-4, this adjustment decreases test year expense by $5.541 million

on a total company basis and by $5.178 million on an ACC jurisdictional basis to reflect

the removal of APS' stock-based compensation. In addition, I also removed the payroll

taxes associated with the stock-based compensation in the amount of $387,900 on a total

Company basis and $362,432 on an ACC jurisdictional basis. The expense of providing

stock options and other stock-based compensation to officers and employees beyond their

other compensation should be borne by shareholders and not by ratepayers.

Q- Was APS' stock-based compensation expense disallowed by the Commission in the

Company's last rate case?

Yes. In Decision No. 69663, the Commission adopted Staff's recommendation that stock-

based compensation be disallowed.

Q- Was the adjustment to remove APS' stock-based compensation expense made by the

Commission in the Company's last rate case despite attempts by APS to demonstrate

that its total compensation, including iNcentives, was reasonable?

A. Yes. At page 36 of Decision No. 69663, the Commission rejected an argument made by

APS that the Commission should look at the reasonableness of total compensation and not

is determined or its indiv idual components, when it stated as

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

at how compensation

follows :
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1
2
3
4

5
6
7
8
9

10
11
12
13
14

"APS argues that the issue is whether APS compensation, including
incentives, is reasonable. APS does not believe that the Commission
should look at how that compensation is determined or its individual
components, but rather should just look at the total compensation. The
Company argues that the interests of investors and consumers are not in
fundamental conflict over the issue of financial performance, because
both want the Company to be able to attract needed capital at a
reasonable cost...We agree with Staff that APS' stock-based
compensation expense should not be included in the cost of service used
to set rates...To the extent that Pinnacle West shareholders wish to
compensate APS rnanagementfor its enhanced earnings, they may do so,
but if is not appropriate for the utility's ratepayers to provide such
incentive and compensation. "

15 Q_

16

17 A.

18

Was stock-based compensation expense also disallowed in the Commission's recent

decision in the rate case involving UNS Electric, Inc.?

Yes, it was. In Decision No. 70360 at page 22, the Commission, in referencing a similar

decision regarding Southwest Gas Corporation as well as APS' last rate case stated:

19

20
21
22
23
24
25

"For these same reasons, we agree with Stay" that test year expenses
should be reduced to remove stock-based compensation to opicers and
employees...The disallowance of stock-based compensation is consistent
with the Most recent rate case for Arizona Public Service Company
(DecisionNo. 69663). "

26 Q. What does APS' SEC filing show concerning the compensation for APS' top

27 executive officers?

28 A.

29

30

31

The Summary Compensation Table from Pinnacle West Capital Colporation's ("PWCC")

2008 Proxy Statement dated May 21, 2008 (APS' parent company), is reproduced below.

The total compensation to PWCC's top Eve corporate officers in 2007 was $l7,984,418,

and in 2006 was $16,491,947 for three top officers.

I
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Donald E, Brandt, Exnculivc VP, CFO and
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s
s

s
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s
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Stcvan M. Wheeler, Executive VP ofCus!uv1u
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19,695s s 2.160.973
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SUMMARY COMPENSATION TABLE
From Proxy Statement dated May 21, 2008

l

2

3

4

5

6

7

8

9

10

11 Q- What is reflected in the "Stock Awards" column in the above table?

12

13

A. The Company's May' 21, 2008 Proxy Statement explains the "Stock Awards" column as

follows:

14

15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

This column reflects the dollar amounts accnled by the Company during
2007 and 2006 for financial reporting purposes for stock awards held by
the Named Executive Officers and does not reflect value actually received
by the Named Executive Officers. The column reflects expense accruals
for the following types of stock awards:

Performance Shares. We describe the performance shares under the
heading "What are the elements of the Company's compensation
program? - Long-Term Incentives .- Performance Shares" on page 24
of this proxy statement. With respect to the performance shares, we
estimate the amount accrued based upon projections of the Company's
performance against projections of those companies in the comparator
group. As earnings per share are reported by comparator companies, as
new information becomes available, or as significant changes to the
Company's earnings become known, these estimates are updated. As
such, based upon our estimates, the 2007 compensation expense
accrued assumes that the following percentages of the target number
of shares will be awarded: 2005 grant - 75%, 2006 grant - l 00%, and
2007 grant - 75%. Compensation expense recorded for f inancial
reporting purposes in 2006 for the 2004 grant was accrued using 100%
of target shares, but the number of shares actually awarded was 54.6%
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of target shares. The expense accrued for this award in 2006 was
adjusted in 2007, and the adjustment is reflected as a deduction 'm the
2007 stock award columns for each of the Named Executive Officers
who were also named executive officers in 2006. In addition. the
actual number of shares issued to the Named Executive Officers under
the 2005 grant is set forth in the Option Exercises and Stock Vested
table on page 37 of this proxy statement. The expense accrued for this
award will be adjusted in 2008 to reflect the change from 75% of the
target shares to 54.6% of the target shares, consistent with the number
of shares actually awarded. The 2006 compensation expense accrued
assumes that the following percentages of the target number of shares
will be awarded for each grant year: 2004 grant - 100%, 2005 grant
75%, 2006 grant - l00%. Furthermore, with respect to the 2007 and
2006 grants, pursuant to the terms of the award agreements, the
employees become hilly vested in the award upon retirement. Because
Mr. Post and Mr. Davis hadreachedthe age of retirement and attained
the requisite years of service at the grant date, their entire awards were
accrued on the grant date. Mr. Brandt's, Mr; Wheeler's, and Mr
Edington's awards are being accrued over the three-year vesting
period of the award. Based upon SEC guidance issued in August of
2007. we revised the 2006 amounts to exclude reductions to
compensation expense that were made in 2006 but related tO prior
periods

Retention Units. We describe the retention units under the heading
What are the elements of the Company's compensation program

Long-Term Incentives - RSUs and Retention Units" on page 25 of this
proxy statement. The retention units that were granted in December of
2006 (and with respect to Mr. Dodington, January of 2007) are payable
in 25% annual increments beginning January 3, 2007 (except with
respect to Mr. Edington, whose grant was payable beginning January
25, 2007) and ending January 4, 2010. Pursuant to the terms of the
award agreement, the employee becomes fully vested in the award
upon retirement, although the awards will be paid out over the
standard vesting period described in the previous Sentence. Under FAS
123R, we are required to accrue the entire compensation expense for
retirement eligible employees on the date of the grant, as no additional
services are required beyond that date. Because Mr. Post and Mr
Davis had reached the age of retirement and attained the requisite
years of service at the grant date (December 13, 2006), their entire
awards were accrued on the grant date. Mr. Brandt's, Mr. Wheeler's
and Mr. Edington's awards are currently being accrued over the
standard vesting period of the award
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1
2

3
4

5
6
7
8

9
10
11

Restricted Stock Units. We describe the RSUs under the heading
"What are the elements of die Company's compensation program? -
Long-Term Incentives - RSUs and Retention Units" on page 25 of this
proxy statement. The RSUs vest in 25% annual increments, beginning
February 20, 2008 and ending February 20, 2011. Pursuant to the
terms of the award agreement, the employee becomes fully vested in
the award upon retirement, although the awards will be paid out over
the standard vesting period described in the previous sentence.
Because Mr. Post and Mr. Davis had reached the age of retirement and
attained the requisite years of service at the grant date, which for
purposes of FAS l23R is May 23, 2007, their entire awards were
accrued on the grant date. Mr. Blandt's, Mr. Wheeler's, and Mr.
Edington's awards are being accrued over the standard vesting period
of the award.

Ownership Incentive Awards. The likelihood of a Named Executive
Officer's receiving a stock ownership incentive award is considered in
the calculation of compensation expense. Because of the significant
stock ownership requirements of these awards and the current holdings
of the Named Executive Officers, no dollars were accrued in
connection with the stock ownership incentive awards granted to
Messrs. Post, Brandt, Davis, and Wheeler in 2006. No ownership
incentive awards were granted in 2007.

•

i
I

12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

Special Grant. As described in footnote 1 to this table, in 1999, the
Company added to Jack DaviS' compensation a grant of 2,000 shares
of restricted stock. This grant was awarded each year through 2004. In
2005 and 2006, restricted stock was no longer available for issuance
under the Company's equity plans, so Mr. Davis was granted a cash
payment equal to the value of 2,000 shares of the Company's common
stock. In 2007, the Board was able to grant stock under the 2007 Plan.
This special grant was expensed immediately on the got date of
October 16, 2007 using the closing market price on that date
multiplied by the number of shares. ,

1

36

37

There were no forfeitures of stock awards doing 2006 or 2007.
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1

2

Q.

A.

3

What's ref lected in the "Option Awards" column?

The Company's May 21, 2008 Proxy Statement explains the "Option Awards" column as

follows:

4

5
6

7
8
9

10
11
12
13
14
15
16
17
18
19

This column represents the dollar amount recognized by the Company for
financial statement reporting purposes with respect to fiscal year 2006 for
stock opt ion grants made in prior years.  There were no amounts
recognized by the Company for financial reporting purposes' in 2007. In
order to calculate the 2006 accrual associated with outstanding stock
options (which consists of stock options granted in 2003), we used the
Black-Scholes option-pricing model. The following weighted-average
assumptions were used to calculate the fair value of the stock options
granted in 2003 for purposes of  this accrual: risk-f ree interest rate
(3.345%), dividend yield (5.26%); volatility (38.03%); and expected life
(5 years). The Company did not grant stock options to the Named
Executive Officers in 2006 or 2007 and has not granted stock options
since 2004. There were no forfeitures of stock options during 2006 or
2007.

Q-

A.

Was stock-based compensation expense removed by Staff in other recent utility rate

cases?

Yes. Staff also removed the utility's stock-based compensation expense in the recent rate

cases of Tucson Electric Power Company, Docket No. E-01933A-07-0_02 and Southwest

Gas Corporation, Docket No. G-01551A-07-0504.5

Q-

I

20

21

22.

23

24

25

26

27

28

29

A.

Please discuss the reasons for removing stock-based compensation.

Ratepayers should not be required to pay executive compensation that is based on the

performance of the Company's (or its parent company's) stock price. Additionally, prior

to being required to expense stock options for f inancial reporting purposes under

s Staffs adjustment to remove TEP's stock-based compensation was incorporated into a settlement approved by the
Commission in Decision No.70628. The ALJ's recommended opinion and order in Docket No. G-01551A-07-0504
adopted Staffs adjustment to remove stock-based compensation expense. A Commission open meeting has been
scheduled for December 19, 2008 to address the Southwest Gas rate case matter.
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Statement of Financial Accounting Standards No. 123 Revised (SFAS l23R), the cost of

stock options was typically treated as a dilution of shareholders' investments, i.e., it was a

cost borne by shareholders. While SFAS 123R now requires stOck option cost to be

expensed on a company's financial statements, this does not provide a reason for shifting

the cost responsibility for stock options from shareholders to utility ratepayers

7 Q What amount of stock-based compensation expense did APS include in the test year

The Company's response to Staff 19.7 indicates that

$6,141,000 is the amount of  total stock based compensation, including the

associated payroll taxes, charged to APS during the Test Year

$5,541,432 is the amount of total stock based compensation, excluding the

associated payroll taxes, charged to APS O&M during the Test Year

$4,445,052 is the APS Test Year expense for stock based compensation for

officer-level employees and does not include associated payroll taxes

$3,692,642 is the APS Test Year expense for stock based compensation for only

the ten officers whose compensation charged to 2007 O&M expense was the top

ten highest for APS in 2007 (which was all that was requested in that question)

These amounts also do not include associated payroll taxes

•

The complete response to Staff 19.7, including the attached schedule, is included in

Attachment RCS-3. APS' attachment to its response to Staff 19.7 (APSl3l94) shows the

total and ACC jurisdictional amounts of APS' stock-based compensation expense for the

2007 test year
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1 Q What adjustment do you recommend for APS' stock-based compensation expense

As shown on Schedule C-4, ACC jurisdictional expense is reduced by $5.540 million

consisting of $5.178 million stock-based compensation expense and $362,432 of related

payroll tax expense

7 Q

Supplemental Excess Benefit Retirement Plan

Please explain Staff AdjustmentC-5

This adjustment removes 100% of the expense for the Supplemental Excess Benefit

Retirement Plan ("SERP"). The SERP provides supplemental retirement benefits for

select executives. Generally, SERPs are implemented for executives to provide retirement

benefits that exceed amounts limited in qualified plans by Internal Revenue Service

("IRS") limitations. Companies usually maintain that providing such supplemental

retirement benefits to executives is necessary in order to ensure attraction and retention of

qualified employees. Typically, SERPs provide for retirement benefits in excess of the

limits placed by IRS regulations on pension plan calculations for salaries in excess of

specified amounts. IRS restrictions can also limit the Company 401(k) contributions such

that the Company 401(k) contribution as a percent of salary may be smaller for a highly

paid executive than for other employees

20 Q Was APS' SERP expense disallowed by the Commission in the Company's last rate
1

\

22

23

24

A. Yes, In Decision No, 69663, June 28, 2007, in the most recent APS rate case, the

Commission adopted a recommendation by RUCO to remove SERP expense. In reaching

its conclusion regarding SERP, the Commission, in referencing a recent Southwest Gas

Corporation rate case in which SERP was disallowed, stated on page 27 of Decision No

69663 that
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1
2
3
4

5

"APS has not demonstrated any reason to treat the SERP expense for its
SERP eligible employees dyferently than our determination of SERP
expenses associated with SWG employees. Accordingly, wend that the
SERP expense should not be recoverealfrom APS ratepayers... "

Q- Are you aware of any recent Commission decisions that reached similar conclusions

regarding the appropn'ate ratemaldng treatment of incentive compensation and

6

7

8

9

10

11

12

13

A.

SERP expense?

Yes. As an illustrative example, and noted in the above quote from Decision No. 69663,

in Decision No. 68487, February 23, 2006, in a Southwest Gas Corporation rate case, the

Commission adopted a recommendation by RUCO to remove SERP expense. In reaching

its conclusion regarding SERP, the Commission stated on page 19 of Decision No. 68487

that:14

15
16
17
18
19
20
21
22
23
24
25
26
27
28

29

"Although we rejected RUCO 's arguments on this issue in the Company's
last rate proceeding, we believe that the record in this case supports a
finding that the provision of additional compensation to Southwest Gas '
highest paid employees to remedy a perceived deficiency in retirement
benefits relative to the Company's other employees is not a reasonable
expense that should be recovered in rates. Without the SERP, the
Company's officers still enjoy the same retirement benefits available to any
other Southwest Gas employee and the attempt to make these executives
'whole ' in the sense of allowing a greater percentage of retirement benefits
does not meet the test of reasonableness. If the Company wishes to provide
additional retirement benefits above the level permitted by IRS regulations
applicable to all other employees it may do so at the expense omits
shareholders. However, it is not reasonable to place this additional burden
on ratepayers. "

Q,

30

31

32

33 A.

Was SERP expense also disallowed in the Commission's recent decisions in the rate

cases involving UNS Gas, Inc. and UNS Electric, Inc.?

Yes, it was. See Decision No. 70011 at pages 27-29. Notably, at page 28 of that

Decision, the Commission, citing Decision No. 69663, stated:34

35

.

.1
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i
I 1

2
3
4
5
6
7
8
9

10
11
12

" ...the issue is not whether UNS may provide compensation to select
executives in excess of retirement limits allowed by the IRS, but whether
ratepayers should be saddled with costs of executive benefits that exceed
the treatment allowed for all other employees. If the Company chooses to
do so, shareholders rather than ratepayers should be responsible for the
retirement benefits afforded only ro those executives. We see no reason to
depart from the rationale on this issue in the most recent Southwest Gas
rate case [See also Arizona Public Service Co., Decision No. 69663, at 27
(June 28, 2007), wherein SERP costs were excluded in their entirety.], and
we therefore adopt the recommendations of Sta_[/rand RUCO and disallow
the requested SERP costs. " 4

13 In addition, in the recent UNS Electric, Inc. rate case, in Decision No. 70360 at page 22,

referencing the above captioned quote, the Commission stated:14

15
16
17
18

"We see no reason to depart fi-om the rationale on this issue in the most
recent UNS Gas rate case, and we therefore adopt the recommendations
of Sta]j"and RUCO and disallow therequestedSERP costs. "

s

19

20

21

22

Q- At the time of writing your testimony was the issue of a utility's SERP expense

pending in another case?

Yes. A recent recommended opinion and order (12/01/08) in the current Southwest Gas

rate case, Docket No. G-01551A-07-0504, stated as follows on pages 17-18:

We agree with Staff and RUCO that the SERP expenses sought by
Southwest Gas should once again be disallowed. We do not believe any
material factual deference exists in this case that wouldrequire a result
that doors]?om the Company's prior case. In that case, we stated:

i
I
I

23

24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41

A.

[Wye believe that the record in this case supports afnding that the
provision of additional compensation to Southwest Gas' highest
paid employees to remedy a perceived deficiency in retirement
benefits relative to the Company's other employees is not a
reasonable expense that should be recovered in rates. Without the
SERP, the Company's officers still enjoy the same retirement
benefits available to any other Southwest Gas employee and the
attempt to make these executives "whole " in the sense of allowing
a greater percentage of retirement benefits does not meet the test
of reasonableness. If the Company wishes to provide additional
retirement benefits above the level permitted by IRS regulations
applicable toall other employees it may do so at the expense omits
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shareholders. However,  i t  is  not  reasonable to place this
additional burden on ratepayers.

(Decision No. 68487 at 19.)

In the recent UNS Gas, APS and UNS Electnlc cases, we followed the
rationale cited above in disallowing SERP expenses. In Decision No.
70011, we indicated that SERP costs should not be recoverable and
indicated:

[]]he issue is not whether UNS may provide compensation to
select executives in excess of the retirement limits allowed by the
IRS, but whether ratepayers should be saddled with costs of
executive benefits that exceed the treatment allowed for all other
employees. If the Company chooses to do so, shareholders rather
than ratepayers should be responsible for the retirement benefits
ajorded only to those executives. We see no reason to departjrom
the rationale on this issue in the most recent Southwest Gas rate
case, and we therefore adopt the recommendations of Stajj' and
RUCO and disallow the requested SERP costs.

1

2
3
4

5
6
7
8
9

10
11
12
13
14
15
16
17

18
19
20
21
22
23
24
25
26

[Id. At 28, (footnote omitted).] For these reasons, we agree with the
recommendations of Sta and RUCO that the request for inclusion in
rates of SERP expenses should be denied. We therefore adopt the
recommendations of Stajfand RUCO on this issue.

A Commission Open Meeting to address the Southwest Gas rate case has been scheduled

for December 19, 2008.

Q- What adjustment related to APS' SERP expense do. you recommend?

27

28

29

30

31

32

33

A. I recommend the adjustment to remove APS' expense for the SERP, which is shown on

Schedule C-5 and reduces O&M expense by $5.435 million on a total company basis and

$5.105 million on an ACC jurisdictional basis.
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1

2

•

Non Recurring Test Year Expenses for New Executive Officer

What expenses did APS incur in the 2007 testyear for a new executive officer?

The Company's May 21, 2008 Proxy Statement identified the following costs in 2007

related to a new Executive Vice President and Chief Nuclear Officer for APS

A hiring bonus of $200,000

A cash award of $66,000 in January 2008 for work at the Palo Verde Generating

Station in 2007

$31,958 for relocation expenses in connection with his relocation to Phoenix

Arizona (of which $7,377 is for apartment rental expenses; $13,508 is for rental

car expenses; $9,561 is for household goods and automobile transport; and $1,512

is for other travel expenses)

•

•

A tax gross-up payment of $12,336 relating to the relocation expenses

A payment of $277,576 in connection with stock option grants that he forfeited

when he became an employee of APS

A payment of $78,576 made in January 2008 to compensate him for an annual

incentive earned in his prior employment but unpaid by his prior employer

Additionally, the Proxy Statement also states that

The Company paid Mr. Dodington $62,8'21, which is equal to the
estimated equity in his home, and assumed all obligations associated with
the maintenance and sale of the home including mortgage payments
landscaping service fees, real estate agent fees, and taxes. The
Company's expenses will be offsetby the amount receivedfiom the sale of
the home. Consequently, the aggregate incremental cost to the Company
cannot be determined until the home has been sold

These expenses, totaling $728,767, appear to be non-recurring, one-time expenses with

respect to the new executive officer. As such, they should be removed from the test year
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The adjustment shown on Schedule C-6 removes the ACC jurisdictional amount and

reduces test year expense by $208,307. If the net expense related to the home equity item

becomes known this adjustment should be updated for that item.

.
I

Injuries and Damages

Please explain Staff Adjustment C-7.

C-7

Q,

A.

,v

This adjushnent normalizes the amount of Injuries and Damages expense, based on a four-

year average through December 2007. The amount proposed by APS is substantially

higher than the corresponding amount in each calendar year. The Company's response to

datarequest Staff 6.103 indicates that Injuries and Damages expense in the test year was

$10,087,378 This expense fluctuates from year to year. This test year amount exceeded

the average for 2004-2007 by approximately $1 million on a total company basis. The

2007 amount also exceeded the 2008 Injuries and Damages expense through September

2008, annualized, by approximately $1.2 million, as shown on Schedule C-7. Staff

adjustment C-7 reduces test year expense by $998,849 on a total company basis and

$938,209 on an ACC Jurisdictional basis in order to normalize this expense.

Depreciation and Property Tax Expense Related to Post-Test Year Plant Additions

Please explain Staff Adjustment C-8.

A.

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

This adjustment removes the Depreciation and Property Tax Expense associated with the

post-test year plant additions that Staff removedas shown onScheduleB-l. As shown on

Schedule C-8, page 1, Depreciation Expense is decreased by $1.715 million on an ACC

jurisdictional basis. As shown on Schedule C-8, page 2, Property Tax Expense is

decreased by approximately $393,000 on an ACC jurisdictional basis.
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1 C-9

2 Q

Depreciation and Property Tax Expense Related to Yucca Plant Units 5 and 6

Please explain Staff AdjustmentC-9

This adjustment reduces Depreciation and Property Tax Expense associated with the APS

estimated Yucca Plant Units 5 and 6 construction costs that Staff removed Boy the post

test year amount of plant in service shown on Schedule B-5. As described above, Staffs

allowance of post test year plant for Yucca Units 5 and 6 is based on the amount of actual

cost, which was lower than the estimates reflected by APS in its amended tiling. As

shown on Schedule C-9, Depreciation Expense is decreased by $58,611 on a total

Company basis and $249,512 on an ACC jurisdictional basis. Property Tax Expense is

decreased by approximately $6,000 on a total Company basis and approximately $51,000

on an ACC jurisdictional basis

13

14

Q- Why is there such a large difference between the total Company amounts versus the

ACC jurisdictional amounts for Depreciation and Property Tax Expense related to

Yucca Units 5 and 6?

As noted in an earlier section of my testimony, specifically as it relates to Staff rate base

Adjustment B-5, the Company's actual ACC jurisdictional costs for the Yucca Plant Units

5 and 6 construction project as of September 30, 2008 were significantly lower than the

amount in APS' amended filing on Schedule B-2, page 2, line 1. That APS schedule

showed an ACC jurisdictional pro forma rate base adjushnent of $75.758 million for

Yucca Units 5 and 6. In contrast, APS' response to data request Staff 25.4 shows an ACC

jurisdictional amount of $67.653 million as of September 30, 2008, or a difference of

$8.105 million
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This jurisdictional difference was explained in pan by APS' response to Staff 25.4, which

identi f ied a port ion of  APS' actual Yucca Plant costs at September 30, 2008 as

Transmission plant, which is not allocated to the ACC jurisdiction

Schedule C-9 shows the calculation of the adjustments related to Yucca Plant Units 5 and

6 Depreciation and Property Tax expense, which are based on my rate base adjustment B

5 regarding the Yucca Plant expansion. The corresponding amounts for my Depreciation

and Property Tax Expense adjustments reflect the lower jurisdictional amount for the

related plant

11

12

C-10 Organizational Redesign Costs

Q Please explain Adjustment C-10

In August of 2007, APS retained CRA International ("CRA"), a national consulting group

that special izes in ut i l i ty operations and cost management, for the purposes of

implementing a new organizational design for APS including these objectives

(1) Simplify the organization to improve cost efficiencies

(2) Streamline the organizational structure to improve the speed and effectiveness

of decision madding

(3) Enhance APS' ability to become more customer focused; and

(4) Sharpen the roles and responsibilities to improve accountability and overall

performance

In its response to Staff 12.34, APS determined that some of the costs incurred were to

develop a formula rate for the FERC jurisdiction, and that such costs should not have been

included in APS' ACC jurisdictional cost of service. Therefore, as shown on Schedule C
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1

2

10, I have reduced O&M expense by $24,268 on a total Company basis and $24,237 on an

ACC jurisdictional basis.

3

4

I

C-11 Gain on Sale of Windsor Substation Land Swap

Q. Please explain Adjustment C-11.

A. APS acquired land in 1987 that was originally purchased for the Windsor Substation. Such

property was recorded by APS in Account 105 -. Plant Held For Future Use ("PHFFU").

As such, it was not included in APS' rate base. APS sold the land in mid 2007, which

resulted in a pre-tax gain of $636,718. Pursuant to recent Commission precedent, APS is

required to credit 50 percent of the net gain associated with the sale of used and useful

utility property to ratepayers. However, since the land remained in PHFFU until it was

sold, and, according to APS, was never in rate base, the gain should have not been

included in the Company's cost of service. Therefore, as shown on Schedule C-11, Shave

reduced Other Electric Revenue by $636,718 on a total Company basis and $625,448 on

an ACC jurisdictional basis.

C-12

Q-

Lobbying Expense

Please explain APS' adjustment to Lobbying Expense.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

A.

23

24

I

25

APS' has made a pro forma adjustment to move 50 percent of lobbying expenses that were

booked to a "below-the-line" account to "above-the-line" accounts, and increased O&M

expense by $1.455 million on a total Company basis and $1.367 million on an ACC

jurisdictional basis. The Company cites Decision No. 69663 from its last rate case, in

which the Commission allowed APS to recover 50 percent of lobbying expenses incurred

by its Federal Affairs and Public Affairs departments, as the basis for its proposed

adjustment in this proceeding.
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1 Q Do you agree with APS' adjustment to include 50 percent of "below the line

lobbying costs in O&M expense

No, I do not. I reviewed Decision No. 69663 as it relates to this issue and, while the

Commission did authorize APS to recover 50 percent of its lobbying costs in its last rate

case, it did so with specific guidelines in terms of APS making similar adjustments in

future rate cases. On page 35, lines 14-17 of Decision No. 69663, the Commission stated

To the extent  that  in tture rate cases APS proposes pro forma
acyustments to recover its below-the-line lobbying expenses, APS must
provide the itemized lobbying costs associated with each bent it it alleges
resulted from the speed ic lobbying activity

13 Q In your opinion, did APS meet the Commission's guidelines as noted in the quote

above with respect to the Company's pro forma lobbying expense adjustment in the

instant proceeding

No, I do not believe so. In its response to Staff 13.9(f), which requested that APS provide

the related documentation for each expense listed.in the referenced Company workpaper

as well as to quantify and explain the benefits to APS, the Company merely referred to

Attachment DEB~6 f iled in conjunction with APS witness Donald E. Brandt's Direct

Testimony. Although APS did provide an itemized listing of the lobbying expenses it is

proposing to recover in Company workpaper DJR_WP6, there was no specific tracking of

the benefits to ratepayers from such lobbying. Indeed, APS Attachment DEB-6, at page 6

even noted how remarkably difficult it was "to track the extent to which the Company's

lobbying efforts actually caused an end result, particularly if looking at one historical test

year in isolation
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1 Q-

2 A.

3

4

What is shown i n APS' Attachment DEB-6?

Attachment DEB-6 contained some general information with respect to the Company's

lobbying activ ities, as well as a few examples of what the Company claimed were

successful lobbying efforts at both the Federal and State level, but the information

contained in this attachment did not appear to adhere to the guidelines set forth by

Commission Decision No. 69663 with respect to the treatment of below-the-line lobbying

expenses for ratemaking purposes. I

Q, .Has APS identified any other Arizona utilities being allowed to recover below-the-

line expenses for lobbying in O&M expenses?

A. No. In its response to Staff 13.9(d), APS stated 'm part: "APS is not specifically aware of

the treatment granted to other Arizona utilities regarding lobbying activities." I

Q-

5

6

7

8

9

10

11

12

13

14

15

16

17

18

A.

What does the Uniform System of Accounts provide for the recording of lobbying

expense?

The Uniform System of Accounts for Electric Utilities provides that lobbying expense

should be recorded in Account 426.4, which is a "below-the-line" account for ratemaldng

purposes. Specifically, the USA provides as follows:

426.4 Expenditures for certain civic, political and related activities.19
20
21
22
23
24
25
26
27
28
29

This account shall include expenditures for the purpose of influencing public
opinion with respect to the election or appointment of public officials, referenda,
legislation, or ordinances (either with respect to the possible adoption of new
referenda, legislation or ordinances or repeal or modification of existing referenda,
legislation or ordinances) or approval, modification, or revocation of franchises, or
for the purpose of inf luencing the decisions of public off icials, but shall not
include such expenditures which are directly related to appearances before
regulatory or other governmental bodies in connection with the reporting utility's
existing or proposed operations.
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1

2

Q.

A.

Please explain the distinction of "below-the-line" and "abovethe-line".

In public utility regulation, "below-the-line" generally refers to accounts that are not

included in the determination of a utility's net operating income. "Above~the-line"

conversely, refers to accounts that are included in the determination of a utility's net

operating income. Account 426 and its sub-accounts, for donations, lobbying, penalties,

etc. is generally considered a "below-the-line" account, and the expenses recorded there

are the responsibility of shareholders.

Q. Why should lobbying expense be excluded for ratemaking purposes?

A.

I

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

As a general and longstanding ratemaking principle, lobbying costs should not be charged

to ratepayers Ratepayers should not be forced to pay for a utility's lobbying efforts

through rates. Utility lobbying efforts are to benefit the utility and the areas lobbied are

determined by utility management, not ratepayers. Utility lobbying efforts can sometimes

result in cost savings, e.g., if pollution control legislation is thwarted or delayed, or if

corporate tax breaks are granted by Congress, however, ratepayers may not support such

efforts or have opposing v iews. Additionally, the public may experience adverse

consequences from such lobbying, such as poorer air quality and related health issues,

and/or increased indiv idual income tax expense obligations. Consequently, utility

lobbying expense is typically disallowed as a matter of regulatory policy.

21

22

Q- Are utility lobbying costs generally disallowed even when the lobbying is conducted

on behalf of the utility through an industry organization?
I

z

23 ~a~ A.

24

25

26

Yes. Even where the lobbying expense is conducted through the form of an industry

organization, such as the Edison Electric Institute ("EEl") which represents electric utility

industry v iews, or the American Gas Associat ion ("AGA") which represents gas

distribution utilities, where a portion of such dues is for lobbying or legislative advocacy,
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1 such lobbying expense portion of such duel is typically disallowed for ratemaldng

2 purposes |

3

4 Q-

A.

In your professional experience, are you aware of any other utilities, in Arizona and

otherwise, being allowed to recover below-theline expenses for lobbying activities as

an O&M expense? o

No. In my professional experience, I am not aware of lobbying expenses recorded in

below-the-line accounts being allowed for recovery in rates as an O&M expense. In fact,

when utility lobbying expenses are found in above-the-line expense accounts, adjustments

are typically made to exclude such expenses for rate malting purposes.

Q- Please summarize Staffs recommendation concerning APS lobbying expenses.

A. As shown on Schedule C-12, I have reversed the Company's pro forma adjustment in the

amount of $1.455 mill ion on a total Company basis and $1.367 mill ion on an ACC

jurisdictional basis. This moves the 50 percent of APS' below-the-line lobbying expenses

out of O&M expense and puts the lobbying expense back below-the-line where it was

originally recorded and where it belongs. Lobbying expense incurred by a util ity is

recorded below-the-line according to the Uniform System of Accounts. For ratemaking

purposes, lobbying expense should stay below-the-line. It should not be charged to

ratepayers.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

C-13

Q-

Interest Synchronization

Please explain your interest synchronization adjustment.

A. The interest synchronization adjustment applies the weighted cost of debt to the adjusted

rate base to derive a pro forma interest expense deduction that is used in the calculation of

test year income expense. After adjustments, my proposed rate base differs from that of



Direct Testimony of Ralph C. Smith
Docket No. E-01345A-08-0172

Page 80

1

2

3

4

the Company. This results in an adjustment to the amount of synchronized interest

included in thetax calculation. The calculation of the interest synchronization adjustment

is shown on Schedule C-13. This adjustment decreases income tax expense by the amount

shown on Schedule C-13 and increases the Company's achieved operating income by a

5 similar amount.

6

I 7 Q-

8

Was there a significant error in the synchronized interest deduction amount used by

APS in its amended filing?

9 A. Yes. As described in APS' response to Staff 20.8, the amount of interest deducion used

10

11

12

in APS' amended filing, as reHected on Company workpaper JCL_WP25, was calculated

on an unadjusted rate base. That error had understated the amount of ACC-jurisdictional

interest by approximately $11.355 mil1ion.6

13

14 C-14

15 Q,

S02 Allowance Sales Gains

What types of emission allowances does APS have?

16 A. APS only has sulfur dioxide ("SO2»~) allowances.

17

18 Q- How are APS' S02 allowances used in the provision Of electric utility service?

19 A.

20
I

21

22

23

24

Emission allowances are used by an electric utility, such as APS, in direct proportion to

the amount of SO; pollution eMitted by its coal-fired generating plants. 111 2000, the EPA

began Phase I I  of  . the S02 program. Under Ti t le W  of  the 1990 Clean Ai r Act

Amendments, SO; emissions must be reduced by 10 million tons from 1980 levels. The

program affects existing utility generators with an output capacity of greater than 25

megawatts and all new utilities. As part of Title W, the EPA wiMolds a portion of the

6 $143.11 I million per response to Staff 20.8 versus the $l31.756 million ACC jurisdictional amount from Company
workpaper JCL_WP25. APS' response to Staff 20.8 appears to recognize that the synchronized interest must be
calculated usingadjustedrate base.

.1
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S02 emission allocations due to utilities and sells them through an auction each March

The proceeds from the sales are then distributed to the utilities per their withholding. SO

allowances can be bought or sold. Allowances that are not used tO cover a utility's SO

emissions can be sold. If the cost of such unneeded allowances is lower than the sales

price, a gain can result. As explained in the response to Staff 4.l2(c), APS accounts for

emission allowances at cost. The S02 allowances held by APS are generally needed by

APS to operate its plants, now and in the future, and are not held for speculative purposes

On occasion, however, APS has sold S02 allowances and realized substantial gains from

such sales

11 Q How has APS accounted for S02 emission allowance sales?

APS explained its accounting for S02 emission allowances in response to Staff 4.12(e), as

follows

Allowances are recorded at cost in Account 158.1, Allowance Inventory, or
Account 158.2, Allowances Withheld, as appropriate

The cost of allowances remitted to the EPA for the year are charged to expense
(Account 509, Allowances) monthly based on each month's emissions with an
offsetting credit to Allowance Inventory

Net gains on the sale of excess emission allowances (after offsetting the related
O&M costs such as lime to scrub the pollution, etc.) are shared 50/50 between
customers and shareholders consistent with the ACC's general policy regarding the
sale of APS utility property (see Decision No. 55931 (April 1, l 988)). APS
treatment of SON allowances has been known to and accepted by Staff since at
least 1995

The portion of the gain related to offset of the related O&M cost is credited to
Account 411.8 "Gains from disposition of allowances." The customer portion of
the gain is treated as a contribution in aid of construction for pollution control
equipment and is credited to account 107 -J'Construction Work in Progress." The
shareholder portion of the gain is credited to account 421.1 - "Gain on disposition
of property
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1

2

To the extent the EPA withholds allowances to be sold at auction, the gains are
credited to account 411.8 "Gains from disposition of allowances."

Q-

A.

APS' response to data request Staff 4.12(e) stated, among other things, that: "APS'

treatment of S02 allowances has been known to and accepted by Staff since atleast

1995." Was the issue of APS' ratemaking treatment of S02 emission allowance sales

investigated by Staff in APS' last rate case? 1

My understanding is that this issue was not investigated in detail by Staff in APS' last rate

case. This understanding is based on discussions with Staff and with the consultants to

Staff in APS last rate case. Apparently, the amount of S02 allowance sales gains in the

context of APS' last rate case was not considered to be large, so the degree of review was

limited. Consequently, an evaluation of alternative treatments of APS' S02 allowance

sales gains was not undertaken in that case, nor was an issue raised in that case concerning

whether S02 allowance sales gains should be credited against fuel costs in the PSA.

Q,

A.

APS' response to data request Staff 4.12(e) also cites Decision No. 55931. Have you

reviewed that Decision?

Yes. Decision No. 55931 at pages 48-57 has a discussion of the ratemaking treatment of

the gains on sales of utility property.

Q, Does Decision No. 55931 require that the ratepayers' share of a gain on sale of S02

allowances be recorded as a credit to Account 107?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

. 17

18

19

20

21

22

23

24

A. Nothing in the discussion in Decision No. 55931 at pages 48-57 appears to contain such a

requirement.
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Q-

I

I
I

A.

Does it make sense to credit the ratepayer portion of S02 emission allowance sales

gains against account 107, CWIP?

Not really. By definition, CWIP is not in service. Emission reduction projects, such as

scrubbers, would not be reducing S02 emissions (and hence freeing up SON allowances so

they could be sold) until they became operational. Consequently, crediting SON allowance

sales gains against CWIP appears questionable.

Q, How would gains from the sale of SO; emission allowances typically be recorded

under the Uniform System of Accounts?

A. Typically, gains from the sale of SON emission allowances would be recorded in Account

411.8, Gains from Disposition of Allowances.

Q-

A.

How can the installation of pollution control equipment, such as scrubbers, at a coal-

fired generating plant impact upon utility's S02 allowances?

Installation of pollution control equipment, such as scrubbers, helps reduce SON emissions

once such equipment becomes operational. After the installation of scrubbers, therefore, a

utility may find that it has unused S02 allowances that can be sold.

Q-

i

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

A.

How are APS' ratepayers paying for the cost of pollution control equipment at its

coal-iired generating plants?

Ratepayers are paying a return on such plant when it is included in rate base, and are also

paying for depreciation and other costs related to such plant as such costs are recognized

in operating expenses in a rate case.

J
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1 Q- How are APS' ratepayers paying for the cost of S02 allowances related to coal-fired

generation?

According to APS' response to Staff 4.l2(e), the cost of SON allowances is charged to

expense (Account 509, Allowances) when they are remitted to the EPA for the year. S02

allowances are remitted to the EPA to cover the amount of SOn emitted at the coal-tired

generating units.
I

Q.

A.

How are APS' ratepayers paying for the cost of coal used at its coal-tired generating

plants? .

APS' ratepayers are paying for the cost of coal in the base cost of fuel. Ratepayers also

pay for fluctuations in the cost of coal as part of the total fuel and purchased power cost

changes when they are recognized in the Power Supply Adjustor mechanism.

Q-

2
3 A.
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22

A.

How was the treatment of  a uti l i ty's S02 al lowance sales gains raised by Staf f  in

another recent Arizona electric utility rate case?

Issues regarding the treatment of an electric utility's S02 allowance sales gains were

raised by Staff in the most recent rate case of Tucson Electric Power Company, in Docket

No. E-01933A-07-0402. Like APS, TEP has significant coal generation, and uses S02

allowances. Issues raised by Staff in the TEP rate case included determining a normalized

amount of SON allowance sales gains as an offset tithe utility's operating expenses, and

including annual fluctuations in the level of SON allowance sales gains in the utility's fuel

adjustment mechanism.
r
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Q~ What amount of S02 emission allowance sales gains did APS reflect in the 2007 test

year?

For the 2007 test year, APS reflected SO; emission allowance sales gains of $339,353 (the

amount recorded in Account 411.8) as a credit to expense.

Q- Have the amounts of gains on sale of SO; emission allowances fluctuated significantly

from year-to-year"

Yes. The amount reflected by APS in the 2007 test year was the lowest level in the 2004

through 2007 period and was considerably lower than the amount from the prior year,

2006, as summarized in the following table:

Gain on

Disposition of

Pr0>¢11y
Account 421 . 1

CWIP
Account 107Year

2003
2004
2005
2006
2007
Total

$ 4,636,025 $ 4,636,025

s 7,675,893

s 12,311,918

Total
Gains lion

Disposition of

SO2 Allowances

s 137,398
s 13,232,714

s 532,107

s 21,863,333

$ 339,353
$ 36,104,905

Gains Hom
Disposition of

S02 Allowances

Account 411.8
$ 137,398

s 3,960,664
$ 532,107

S 6,511,547

s 339,353

$ 11,481,069

s 7,675,893

$ 12,311,918

The three year average for 2005-2007 is $7.578 million. The five year average for 2003-

2007 is $7.221 million.

1

2

3 A.

4

5

6

.7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Q- Does the amount reflected by APS in the 2007 test year reflect a normal annual level

of S02 emission allowance sales gains?

24

25

26

A.

A. No. The amount used by APS of $339,353 is significantly below the average of the Eve

year period, 2003-2007, of $7.221 million, and below the average for the three year

period, 2005-2007 of$7.578 million.
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Q,

A.

Please explain Staff Adjustment C-14.

This adjustment reduces expense by $6.882 million to reflect a normalized annual level of

S02 emission allowance sales gains, based on an average of the information for 2003

through 2007, provided in response to Staff data request 4.12. The net effect of this

adjustment is to include a normalized amount of gain on the sale of SON allowances in the

determination of APS' base rate revenue requirement. In summary, Staff has reflected a

normalized annual amount of gains on the sale of S02 allowances of $7.221 million. As

shown on Schedule C-14, the jurisdictional adjustment credits expense'for $6.714 million

to reflect a normalized level of gains on the sale of SON emission allowances.

Q. Referring to the table of S02 allowance sales gains on Schedule C-14, which you had

also summarized above, was the $12.312 million from 2004 and 2006 credited against

A.

CWIP by APS?

Yes. According to the accounting that APS was following in those years, APS credited

$12,312 million from the 2004 and 2006 SO; allowance sales gains against CWIP. APS

also retained for its shareholders the other $12,312 million of SO; emission allowance

sales gains from those years.

Q- If those amounts had already been credited against CWIP or retained by

shareholders in those years, why did you include them in a live-year average?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

A. The total annual amounts of S02 emission allowance sales gains for each year in the

period 2003-2007 were _included in the f ive-year average in order to determine a

normalized annual amount prospectively for ratemaldng purposes.

24

25

26

Because APS' gains have fluctuated so signif icantly during this period, if signif icant

amounts are excluded from the analysis because of their prior accounting treatment, the
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1

2

average would not be representative of recent actual experience. The amount proposed as

a credit against O&M expense in base rates is intended to be representative of  a

normalized level based on 4 of APS' S02 emission allowance sales gains, not just the

gains from the sale of SO; allowances that EPA withholds that are sold at auction, which

APS has recorded in Account 411 .8, Gains from Disposition of Allowances.

1

In other words, while average historical information for the five-year period 2003-2007

the normalized level is intended to be

representative of average going-forward conditions and also reflects the prospective

discontinuance of gain-sharing for S02 emission allowances that APS has employed in the

was used to determine a normalized level,

past.

Why do you recommend discontinuation of the base-rate gain sharing of S02

3

4

5

6

7

8

9

10

11

12

13 Q-

14

15

16

17

18

19

20

21

22

23

24

25

A.

allowance sales gains that APS described in its response to Staff data request 4.12?

There is no need for continuing base rate sharing of such gains, especially not 50 percent.

Since dirt SO; gain sharing provision was originally implemented by APS, the Company

has been granted a much-improved fuel adjustment mechanism, under which it recovers

fluctuations in coal costs, and other fuel and purchased power costs. Additionally, SO;

emission allowances are essentially time-limited permits to pollute, and need not be

treated like tangible utility plant for purposes of gain sharing. Consequently, it is not

necessary to apply the same gain sharing policy that would be applicable to a sale of

tangible utility plant, to SO2 emission allowance sales gains. The SO; allowances are

directly related to the burning of coal at the Company's coal-fired generation plants and

should be treated similar to a fuel cost. kideed, the added cost of emissions (where the

emissions have a measureable cost, such as there is for SO; emissions) is typically added

I

l I l l l l l  l  l I l l I I
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1 to the cost of fuel in determining the plant's variable fuel cost for purposes of system

2 dispatch.

3

4 Q-

5

If some type of sharing of SO; emission allowance sales gains were determined by the

Commission to be appropriate prospectively, could that sharing be addressed in the

6 PSA?

7 A. Yes. If some provision for sharing of SON emission allowance sales gains is to be

8

9

10

11

12

13

provided for APS prospectively, it should be done in the context of the PSA, not base

rates. The PSA is where prospective fluctuations in coal costs are recognized for

raternaking purposes. Because the SO; allowances are directly related to the burning of

coal, if a sharing provision is going to be allowed going-forward, it should be incorporated

into the PSA and could be similar to the sharing provision provided for fuel and purchased

power costs. The APS PSA currently employs a 90/10 sharing provision for fuel and

14 purchased power costs aboveor below the base cost of fuel (with certain exceptions). In

15

16

17

comparison with that provision, allowing shareholders to keep 50 percent of gains on S02

allowances would appear to be disproportionately generous to shareholders. As noted

above, Staff is not recommending sharing of S02 allowance sales gains at this time.

18
Q

19 Q, You mentioned that SO; emission allowances are directly related to the burning of

20 coal. Is Staff also recommending that a provision be included in the PSA for APS to

21 account for annual fluctuations in the amount of S02 emission allowance sales gains?

22 A.

23

24

25

26

Yes. As described in another section of my testimony, Staff also proposes that the PSA

for APS include a provision whereby fluctuations above or below the normalized level of

gains in the sale of SO2'emission allowances that is reflected in the detennination of APS'

base rates. As explained in Staff witness Emily Medina's testimony in the recent TEP rate

case, the amount of S02 allowances available for APS to sell are related to the type and

I l I H l I 'll l ll l l al lllll l um lllllllllllllll II I H Il l l l al I II Lu I l H ill IIIlllIIImwll Ina ll n Illlllll l l l l l u H H l Ill I ill l\llIIIII\I\II\II\I\ll\ Ill II l I I l II l II ll I I I IIII I IIIII I IIIII IIIIIIIIIIIIIIIIIIIIIIIIIIII IIIIIIII IIIIIIIIIIIIIIIII IIIII I I

.1

I
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1

2

3

4

quality of coal burned at APS' generating units, as well as the emission control equipment

that has been installed at those units. Moreover, the price of SON allowances can fluctuate

dramatically. As a result of consideration of factors such as these, Staff recommends that

a provision for reflecting annual fluctuations in the amount of gains in die sale of SON

emission allowances be incorporated into the PSA for APS. Additional details about the

specific PSA provisions Staff recommends related to S02 emission allowance sales are

described in the section of my testimony which addresses the PSA.

C-15 Base Cost of FUel and Purchased Power

Q, What has APS proposed in the current ease for the base cost of fuel and purchased

A.

power?

APS proposes to increase the base fuel rate Hom 3.25 cents per kph, that was authorized

by the Commission in Decision No. 69663, to 3.8783 ...cents per kph, based on a

projection APS had made of2010 costs.

Q.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

A.

What was APS' actual base cost of fuel for the 2007 test year?

For the test year ending December 31, 2007, APS' actual base cost of fuel and purchased

power expense was approximately 3.43 cents per kWh.7

Q.

21 A.

What is the basis for APS' requested base fuel rate?

APS' requested base fuel rate is based on a projection of 2010 fuel and purchased power

costs made by APS that used March 31, 2008 market prices. Details of APS' proposed

3.88 cents per kph are shown at Mr. Ewen's Attachment PME-4 and his workpapers

22

23

24

25

PME_WPM. APS' 2010 forecast of fuel expense included assumptions for:

1. Increased electricity sales due to continued growth.

1 This excludes the impact of non-cash fuel cost deferrals, per APS witness Ewen's direct testimony at pages 21-22.

I
L
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1

2

3

4

2.

3.

4.

Higher commodity market prices for natural gas and power.

Higher coal prices due to standard contract escalators.

Increased product ion at Palo Verde 3 as a resul t  of  the steam generator

replacement in December 2007. .

Normalized maintenance and unplanned outage times.

Cancellation by Salt River Project ("SRP") of a capacity contract with APS.

Additional renewable resources consistent with the Company's Renewable Energy

Standard ("RES") requirements.

8. Miscellaneous items, such as broker fees, third-party wheeling expense, and short-

term and long-term capacity costs.

5.

6.

7.

Using those assumptions, APS had projected $1.197 billion of fuel and purchased power

expense for 2010, offset by $8.547 million of off-system sales margin credit, for a net

retail fuel cost of $1 .189 billion. Dividing this cost amount by 30,657 GWh of projected

native load sales for 2010 produced APS' requested base fuel rate of 3.8783 cents per

k p h .

Q- How much of an increase to test year fuel and purchased power expense has APS

proposed, related to its 2010 forecast?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

A.

23

24

APS proposed an increase to test year fuel and purchased power expense of $129.649

mum." In addition, APS has proposed to remove the effects of PSA fuel deferrals and

the deferred non-cash mark-to-market accounting entries from test year expense. The

combined effect of these adjustments is a pro forma increase to fuel and purchased power

expense of approximately $189 million, as shown on APS witness Ewen's Attachment

PME-6.25

s See, APS' tiling at Schedule C-2, page 2, column 6, and APS witness Ewen's direct testimony at page 23 .
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1 How does APS' base cost of fuel interact with its Power Supply Adjustor ("PSA")

mechanism?

APS' PSA includes a 90/10 sharing provision for increases in certain fuel and purchased

power costs above the base cost of fuel and purchased power. APS' requested rate

increase includes approximately $183.9 million related to the Company's request to

increase the base fuel rate f rom 3.25 cents per kph, that was authorized by the

Commission in Decision No. 69663, to 3.88 cents per kph. Under the 90/10 provision in

the PSA, approximately $170.0 million of that increase would have been charged to

customers under the provisions of APS' PSA. As explained by APS witness Ewen in his

direct testimony at page 20, concerning the impact of the Company's requested increase in

the base cost of fuel

This adjustment moves approximately $170 million out of future Power Supply
Adjustor ("PSA") recovery and into base rates (at Test Year sales levels). But for
the 90/10 sharing arrangement in the PSA, this would amount to no difference in
the revenues actually collected from customers. With that sharing arrangement
the impact of the increase in the base the rate amounts to $14 million of a net
increase in revenues, or less than half of one percent. Even so, it is important to
update the Company's base rates both so that the attendant impact on class rate
design can be accounted for and to avoid the 90/10. sharing becoming, in essence
an automatic 10% penalty

.
I
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Q How does APS attempt to update the base cost of fuel and purchase power in the

current case compare with the derivation of the base cost of fuel in APS' last rate

The methodology for deriving the new base cost of fuel appears to be similar, but the

projection period used by APS in the current rate case is further removed from the test

year. In its last rate case, Docket No. E-01345A-05-0816, a 2007 forecast of fuel was

utilized in conjunction with a test year ending September 30, 2005 for setting the base cost

of fuel. In the current rate case, APS proposes to use projected fuel costs for 2010 in

conjunction with a test year ending December 31, 2007. The APS forecast in the current

case extends three years beyond the test year, as opposed to 2.25 years in the last APS rate

case. This is of some concern because forecasts extending further into the future can be

less reliable, especially if economic conditions are changing significantly and in a manner

that may be difficult to accurately forecast

15 Q What are some of the changes that are currently being experienced that could

significantly affect a fuel forecast for 2009 or 2010?

Prices for oi l  and related commodities, such as natural gas, have been dropping

significantly. The economy appears to be in a deepening recession that may have far more

serious consequences than anything the country has recently experienced. As a result of

these changes, an updated fuel forecast will be needed. These changing economic

conditions would also favor using a 2009, rather than a 2010, forecast for setting the base

cost of fuel
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Q-

A.
I

I

How has Staff revised APS' proposed base cost of fuel and purchased power at this

time?

In adjustment C~l5, I have removed APS pro forma adjustment of $129.649 million

related to projected 2010 tile] and purchased power expense and replaced it with $97332

million based on APS' most recent forecast of 2009 fuel cost. This adjustment decreases

APS' proposed fuel cost by $32.317 million.

1

2

3

4

5

6

7

8

9

10

Q. How have APS' fuel cost projections for 2009 changed since APS' PSA filing on

September 30, 2008?

As described in APS' response to Staff 17.6, file] costs have declined:

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

On September 30, 2008, APS filed its preliminary esdrnate for the 2009 PSA
Forward and Historical Component Adjustors based on a forecast that assumed
August 29, 2008 forward market prices for natural gas and purchased power.
Based on our latest forecast using September 30, 2008 market prices, 2009
projected Mel and purchased power costs have decreased by approximately $10
million since the 9/30/08 PSA filing. The forecast based on 9/30/08 market prices
shows that 2009 natural gas and purchased power prices have declined for 2009
delivery by approximately 12% and 10% respectively. We have hedged
approximately 85% of our gas and power needs for 2009, leaving a reduction in
fuel and purchased power costs of approximately $17 million. Offsetting this
reduction is an increase in coal contract costs of approximately $6 million related
primarily to higher railroad surcharges and fuel costs at the coal mines. All other
changes are smaller than $5 million and net to a reduction of $1 million. APS is
required to tile on or before December 3151 an update to the adjustors and that will
be the basis for the February '09 adjustor.

27

Q~ Might a revision to the base cost of fuel and purchased power be needed if more

accurate fuel forecast information for 2009 becomes available at a later point in the

processing of the APS rate case?

I

28

29

30

31

32

A.

A. Possibly. Staff is monitoring APS' PSA forecast filings and has requested APS to provide

a revised forecast. APS' response to Staff 17.6 indicated that an updated PSA forecast

J
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will be filed by December 3 l, 2008, and lower costs are expected. APS' response to Staff

24.2 states that the Company intends to update its fuel and purchased power forecast when

it files rebuttal in this proceeding.

C-16 Edison Electric Institute Dues

Please explain your adjustment for Edison Electric Institute Dues.Q-

A. This adjustment is shown on Schedule C-16 and reduces test year expense by $220,238 on

a total Company basis and $207,316 on an ACC jurisdictional basis. It ref lects the

removal of 49.93% of EBI core dues, 15.02% of the EEl UARG dues and .40% of the EEl

USWAG dues.

J
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Q- How does your adjustment for Edison Electric Institute Dues compare with APS'

proposed treatment of such dues?

As noted above, my adjustment reflects removal of 49.93% of EEl core dues, 15.02% of

the EEl UARG dues and .40% of the EEl USWAG dues. APS indicated in its response to

Staff 6.77 on the workpaper designated Bates APS12847, page 14, that it removed 20% of

the EEl core dues (apparently only the direct lobbying portion) and 40% of Industry

Structure Assessment dues. In response to Staff 13.15, the Company stated that it had

made a journal entry in August of 2007 whereby APS reclassified $31,000 from FERC

account 930.2 to FERC account 426.4, which is a "below the line" account. However,

when I recalculated the amounts on the referenced workpaper, I determined that the

Company actually removed only 16.67% of the EEl core dues and 28.57% of Industry

Assessment dues, or a dif ference of approximately $31,000 that should have been

removed, but was not.

A.
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Q.

A.

How did you determine the portion of EEl core dues that should not be charged to

ratepayers?

I obtained a classification by NARUC category for EEl Core Dues activities for the year

ended December 31, 2005. This is shown on Schedule C-6, page 2. EEl Core Dues

relating to the following activities should be excluded &om rates:

Legislative Advocacy

Regulatory Advocacy

Advertising

Marketing

Public Relations

1

The sum of EEl Core Dues activities for these NARUC categories totals 49.93 percent, as

shown on Schedule C-6, page 2.

Q. What is the purpose of the NARUC-designated categorization of EEl expenditures?

1
2
3
4
5
6
'7
8
9

10
11
12
13
14
15
16
17
18
19
20

A.

1
I

i

21

22

23

24

25

The purpose of the NARUC-designated categorization of EEl expenditures is to provide

regulatory commissions with information that is useful in helping them decide which, if

any, of the costs of the association should be approved for inclusion in utility rates. Often,

state commissioners review the costs of the association charged or allocated to the utilities

in their jMsdiction in accordance with the policies of their commission for treatment of

costs directly incurred by the state's utilities for similar activities. Certain expense

categories may be viewed by some State commissions as potential vehicles for charging

ratepayers with such costs as lobbying, advocacy or promotional activities which may not

be to their benefit. The NARUC-designated categories of EEl expenditures are thus

intended to be helpful to state utility regulatory commissions.
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1

2

Q-

3 A.

Was this same percentage for the EEl core dues disallowance recently used in any

other electric utility rate Cases?

Yes. The Arkansas Public Service Commission in Docket No. 06-101-U, an Energy

Arkansas, Inc., rate case, in Order No. 10 (6/15/07) adopted a similar adjustment to reflect

the disallowance of 49.93 percent of EEl core dues. In addition, in a recent proceeding

before the Arizona Corporation Commission in Docket No. E-04204A-06-0783, a UNS

Electric, Inc., rate case, in Order No. 70360 dated May 27, 2008, the Commission stated in

4

5

6

7

8

9
10
11
12
13
14
15
16
17

"We agree with Mr. Smith 's assessment that the portions of the EE] dues
related to legislative and regulatory advocacy, advertising, marketing
and public relations should not be included in recoverable test year
expenses in this case. We believe Staff raises a valid point regarding the
nature ofEEI core dues, and whether higher percentage of sueh dues
should be disallowed as related .ro activities that are not necessary for the
provision of service to UNSE customers. We therefore adopt Staff's
position on this issue. "

r

This 49.93 percent disallowance of EEl core dues corresponds to the above-identiiied

activity categories.

18

19

20

21
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23

24

25

26

27

28

Q- What is UARG?

UARG is the EEl Utility Air Regulatory Group, which EEl sometimes also refers to as the

"Separately Funded Activity" ("SFA") for Environment. This group, like the other EEl

separately funded activities (or "U-groups"), advocates the electric utility industry's views

before legislative, regulatory, and judicial bodies. Therefore, a portion of these costs

should not be borne by ratepayers. I recommend disallowing $10,436 on a total company

basis, and $10,251 on an ACC jurisdictional basis, of EEl UARG dues from the cost of

service.

i
i

A.

part:
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1 Q Did you review information from EEl that indicates the non-deductible percentage

for UARG?

Yes. I reviewed a letter dated July 28, 2008 &om EEl that was addressed to its committee

members that states that 15.02% of such activities are non-deductible

EEl's letter refers to UARG as the SFA for Environment. EEl's invoices refer to the

SOFA-Environment by its traditional designation, UARG. Association activities such as

lobbying and influencing legislation are considered a "non-deductible activity" for federal

income tax purposes. Accordingly, 15.02% of the UARG dues related to non-deductible

activity" are essentially costs for lobbying and legislative advocacy that should be

disallowed for ratemaking purposes

13

14

Q, Did the letter dated July 28, 2008 from EEl indicate the non-deductible percentage

for USWAG?

Yes. A portion of APS' EEl dues are for the Utility Solid Waste Activities Group

("USWAG"). Per the July 28, 2008 letter from EEl referenced above, .40% of USWAG is

for non-deductible legislative advocacy expenses. I have removed .40% of APS' test year

EE] dues expense relating to USWAG
I

I

20

21

C-17 Depreciation Expense

Please explain Staff Adjustment C-17Q

This adjustment reflects the rejection of APS' proposed new amortization proposal for

Account 370.01, electronic meters. APS proposes to more than triple the annual

depreciation/amortization for electronic meters, from $3,458,052 at current depreciation

rates, to $11,022,541 at a proposed "five year amortization" per its 2008 Depreciation

Study



3
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Q-

A.

Has APS discontinued the purchase and installation of electronic meters?

No. Electronic meters are not obsolete and APS has, in fact, been adding significant

amounts of new plant to Account 370.01 .

Q» What was the net plant balance at December 31, 2007?

1

2

3

4

5

6

7

8

A. As of December 31, 2007, the end of the test year, the plant balance, accumulated

depreciation, and net plant amounts were as follows:

Account 370.01 , Meters-»EIectronic
Balances as of 12/31/07

9

Plant
Accumulated Depreciator
Net Plant

s
$
$

93,968,807
64,099,292
29,869,515

Q~

10

11

12

13

14 A.

What was APS' rationale for tripling the annual depreciation or amortization

expense for Account 370.01, by attempting to impose on that account a new five-year

amortization?

Page 4 of the 2008 Depreciation Rate Studyg states that:

1

I

15

16
17
18
19
20
21
22
23
24
25

Amortization accounting is also recommended for Account 370.01 (Meters-

Electronic) and Account 370.02 (Meters-Electromechanical). APS has committed
to .a program of replacing electronic and electromechanical meters with AMI
(Advanced Metering Infrastructure) meters by 2012. Accordingly, a 5-year

amortization period is recommended for Accounts 370.01 and 370.02. The current
projection life of 26 years for electronic meters is recommended for AMI meters
pending sufficient retirement experience to estimate service lives for AMI
metering technology. Reserve imbalances associated with the proposed meter
amortization accounts were distributed to the remaining depreciable accounts in
the Distribution plant function.

9 See Attachment REW-1 to APS witness Dr. White's direct testimony.

1

I
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1 Q-

2

3

4

A;

Is there a need to distinguish between electronic meters in Account 370.01 and

electromechanical meters in Account 370.02"

Yes. Information on APS' additions and retirements of plant in Accounts 370.01 and

370.02 was presented in response to data request Staff 17,7.

APS has recently added and continues to add substantial investmenten electronic meters,

Account 370.01, even beyond the test year, as explained in the response to Staff 12.27(h).

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

In contrast, APS does not plan on any additions for Account 370.02, electromechanical

meters. APS' response to Staff 12.27(i) indicates that an addition of $591,859 in 2006 in

Account 370.02 was an inadvertent error, which was fixed in 2008. APS' response to

Staff 12.27(h) states that for Account 370.02, APS does not plan on any additions. APS'

response to Staff data request 12.27(h) indicates that Account 370.02 contains "the older

meter types that will no longer be purchased." Consequently, subject to correcting for a

technical issue (described below), I have accepted APS' proposal to amortize the

remaining cost in Account 370.02, electromechanical meters over a period ending in 2012,

since those meters are of an older type and are no longer being purchased.

However, such amortization treatment should not be applied to Account 370.01, electronic

meters, since those meters are not obsolete and, in fact, are still being purchased and

installed by APS in significant amounts.

4



370.01, Electronic Meters
Depreciation

Rate

1998 to March 2005 : 4.54%

April 2005 to June 2007: 3.61%

July 2007 to present: 3.68%

370.02, ElectromechanicalMeters
1998 to March 2005: 4.54%

April 2005 to June 2007: 2.84%

July 2007 to present: 3.02%
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1

2

Q-

3 A.

What significant additions has APS made to the electronic meters account in recent

years?

As examples, APS added $11,935,595 to this account in 2007 and another $11,953,122

had been added in 2005.10

Q. Is APS projecting further substantial additions to Account 370.01 in years beyond
!

A.

the 2007 testyear?

Yes. APS' response to Staff l2.27(h) states that APS estimates meter additions for

Account 370.01 of $12.5 million in 2008, $8.9 million in 2009 and $4.2 million in 2010.

Q. What depreciation rates has APS been using for Account 370.01 and 370.02?

The depreciation rates that APS has used for these accounts from 1998 through the present

were identified in the response to Staff 17.7(h) as follows:

i

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q , How does APS' existing depreciation rate for electronic meters,  Account 370.01,

compare with the depreciation being used by other Arizona electric utilities?

The present depreciation rate used by APS for Account 370.01, electronic meters, is

3.68%. Tucson Electric Power Company ("TEP") uses a depreciation rate of 2.99% for

A.

A.

10 See APS' response to Staff 12.27(d).
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1

2

Account 370.00, Meters." UNS Electric, Inc. ("UNSE") uses a rate of 3.11% for Account

370.00, Meters." TEP and UNSE do not break out their investment in Meters into

3

i
i

I 4

5

6

separate sub-accounts. APS' existing 3.68% depreciation rate for electronic meters is

higher (i.e., produces more depreciation in each year) than the recently approved revised

rates being used by TEP and UNSE in Docket Nos. E-01933A-07-0402 and E-04204A-

06-0783, respectively.
J

7

8 Q_

9

10

11

APS is proposing to substantially increase - essentially to triple - the annual

depreciation or amortization expense for Account 370.01, electronic meters. You

mentioned the depreciation rates for Meters, Account 370, that were authorized for

TEP and UNSE in their most recent rate cases. How were the then-existing

12 depreciation rates for Meters changed in the last TEP and UNSE rate cases?

13 A.

14

15

In Docket No. E-01933A-07-0402, TEP's depreciation rate for Account 370, Meters, was

reduced from 3.79% to 2.99%.13 In Docket No. E~04204A-06-0783, UNSE's depreciation

rate for Meters was reduced from 3.25% to 3.11%. These reductions in the depreciation

16 rate for Meters for the other two Arizona electric utilities contrast with APS' proposal for

17 a substantial increase.

18

19 Q. What other concerns does Staff  have regarding APS' proposed five-year

20 amortization of electronic meters?

21 A.

22

The assumption underlying APS' proposal for a five-year amortization of Account 370.01

is that APS will totally replace all electronic meters with AMI meters by 2012. However,
I

11 See, e.g., Docket No. E-01933A-07-0402, direct testimony of TEP witness, Dr. Kimbugwe Kateregga, Exhibit
KAK-1, 2007 Depreciation Rate Study, page 60.
12 See, e.g,, Docket No. E-04204A-06-0783, direct tes ony of UNSE witness, Dr. Ronald White, Exhibit REW-2,
2006 Depreciation Rate Revenue, page 15.
13 See, e.g., Docket No. E-01933A-07-0402, direct testimony of TEP witness, Dr. Kimbugwe Kateregga, Exhibit
KAK-1, 2007 Depreciation Rate Study, page 60. Cost of removal for distribution plant was broken out as a separate
depreciation rate component 'm the approved depreciation rates. TEP's existing depreciation rate for Meters prior to
Docket No. E-01933A-07-0402 had included a provision for negative net salvage.
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1

2

APS has not demonstrated that it is economical, cost-effective or even prudent to purchase

and then replace electronic meters within only a few years of their initial installation.

Moreover, electronic meters that are new or only a few years old should have significant

salvage value, yet APS has not ref lected salvage value for electronic meters in its

proposed amortization. Because of such reasons, APS' proposed five-year amortization of

electronic meters should be rejected.
|

Q_ How should APS' proposed amortization for Account 370.01 be adjusted?

A. The existing depreciation rate of 3.68% should be applied. As shown on Schedule C-17,

this produces annual depreciation of $3,458,052. APS' proposal for $11,022,541 of

amortization expense for this account should be rejected. The jurisdictional adjustment

reduces depreciation expense by $7,510,032.

Q, Should the issue of APS' meter replacement program and its impact on Account

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

A.

370.01, electronic meters, be reviewed 'm APS' next rate case?

Yes. The issue of APS' meter replacement program and its impact on Account 370.01,

electronic meters, should be reviewed in APS' next rate case. APS should be directed to

present evidence demonstrating that its continuing purchase and installation of tens of

millions of dollars of electronic meters each year in conjunction with its apparent plans to

then replace them within a few years with more advanced "smart meters" is economical,

cost-effective and prudent. APS should also be directed to present information necessary

to re-evaluate the depreciation rate for Account 370.01, electronic meters, at that time.'4

i

I

i

Thisneednot take the form of a complete new depreciation rate study, but could be 'm the form of a Technical
Update, focusing on Account 370 (and any other accounts that had experienced significant changes)
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1 Q Do you have a technical concern with the amount of amortization proposed by APS

for Aecount 370.02. electromechanical meters?

Yes. As shown on Schedule C-17, as of December 31, 2007, the amount of net plant in

that account, according to APS' depreciation study and rate tiling, is $354,829. APS has

indicated that it is not adding to that account. Amortizing that remaining amount over five

years produces an annual amortization allowance of $70,966, whereas APS' proposed

annual amortization amount is $101,025

9 Q How would you recommend that this concern regarding the derivation of the

annualized amount of amortization for Account 370.02.. electromechanical meters. be

resolved in the current APS rate case

Ding the course of processing the current APS rate case, the net depreciated balance for

Account 370.02 as of December 31, 2008 should be available. APS is not adding

addi t ional  plant  to this sub-account, i .e. ,  APS i s not  purchasi ng any  m ore

electromechanical meters. One way of deriving a reasonable amortization for this account

would be to have the net plant balance as of December 31, 2008 (i.e., Plant less the related

Accumulated Depreciation) be amortized over the four-year period 2009-2012. Doing

that would result in a normalized amount of amortization relating to this account being

reflected in the rates established in this proceeding

21

22

C-18 Legal Expense

Q Please explain Adjustment C-18

In response to data request Staff 23.6, APS indicated that legal expenses referred to as

Commercial Matter #7" were related to the turbine purchase agreement and the

engineering, procurement and construction agreement for the Yucca Plant expansion

APS further stated that these expenses should be removed from test year expenses and
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I

i
!

capitalized as part of the Yucca Plant Units 5 and 6 construction project. Shave removed

these legal expenses from APS' cost of service and have included them in rate base as it

relates to Yucca Plant Units 5 and 6 (see discussion above regarding Schedule B-5)

5 Q- Did you remove any other legal expenses from APS' test year cost of service?

Yes. In response to data request Staff 23.9, APS indicated that legal expenses referred to

as "General Corporate Matter #2" related almost exclusively to SunCor, a non-regulated

affiliate, and such expenses should have been charged directly to SunCor. Therefore, I

have removed these legal expenses from APS' cost of service

11 Q What is your total adjustment to legal expense

As shown on Schedule C-18, I have reduced legal expense by $127,553 on a total

Company basis and $119,844 on an ACC jurisdictional basis

15

16

C-19 Fly Ash Sales Revenue

Q Please explain Adjustment C-19

APS' coal-fired generating plants produce fly ash. APS sells the fly ash and receives

revenuefor it. APS records the revenue in Account 501.0 from the sale of fly ash from

the Four Corners and Navajo plants. APS records the revenue i n Account 502.0 for sales

of fly ash Nom the Cholla generating plant( As explained in APS' response to Staff 23.5

the revenue received from the sale of fly ash is recorded to Accounts 501 and 502 and

reduces the revenue requested from ACC jurisdictional customers. APS has included

legal expense in the test year related to contracts to sell fly ash

I

See, e.g., APS response to Staff 18.5, Conunercial Matter #3
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Subsequent to the test year, there have been changes to the price terms of two of APS' fly

ash sales contracts. As explained in APS' response to Staff 26.6(c )

The October 2008 YTD amount in account 5020 is significantly higher than 2007
YTD primarily due to adjustments per the new Cholera Fly Ash Agreement
effective April 1, 2008. The new agreement increased the minimum contract price
for Cholla fly ash sales from $7/ton to $12.50/ton. It also retroactively increased
the sales price to the greater of $12.50/ton or the pro-rated Annual Revenue Share
Amount for the period behaver June 1, 2006 and December 3 l', 2007

The 79 percent increase in the sales price per ton reflects the current contract. A

normalization adjustment is necessary to reflect the current contract price. Staffs

recommended normalization adjustment is reflected on Schedule C-19

As explained in APS' response to Staff 26.6(d), there was also a decrease in the minimum

contract price per ton for Four Corners fly ash sales, Hom $7/ton to $6.25/ton. The new

Four Corners Fly Ash Agreement became effective April 1, 2008. This mown change in

the price per ton should be reflected in a normalization adjustment and is incorporated as

part of Staff Adjustment C-19. A normalization adjustment for fly ash sales from the Four

Comers plant has also been incorporated into Staff Adjustment C-19, to reflect the new

contract minimum price per ton, which is lower than the 2007 test year sales price per ton

As shown on Schedule C-19, the adjustment to normalize revenue from fly ash sales

increases total revenue by $1.149 million and increases ACC jurisdictional revenue by

$1.129 million
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2 Q

THE COMPANY'S PROPOSED DEPRECIATION RATES

Please provide some background for the request that APS has made in the current

proceeding as it relates to the Company's depreciation rate proposals

111 a prev ious APS rate case, Docket No. E-01345A-03-0437, APS presented a

depreciation study prepared by Gannett Fleming, Inc. The study contained recommended

remaining life depreciation accrual rates as of December 31, 2002, .and was attached to

APS witness Laura Rockenberger's direct testimony in that proceeding as Attachment

LLR-4. A witness on behalf of the Staff; Michael Majoros, in that case raised a number of

significant issues concerning the depreciation rates that had been proposed by APS. A

settlement was ultimately reached among APS, Staff and other parties in Docket No. E

01345A-03-0437. That settlement provided as follows concerning Depreciation issues

33. APS has agreed to adopt Staffs proposed service lives as set

forth in Staffs direct testimony, including the service lives proposed by

Staff for the PWEC Assets. The Parties further agree that APS shall be

allowed a jurisdictional net salvage allowance as reflected in APS' direct

testimony

34. The attached Appendix A set forth the remaining service lives

net salvage allowance, annual depreciation rates, and reserve allocation for

each category of APS depreciable property agreed to by the Parties for

purposes of this proceeding arid authorized by the Commission's approval

of this agreement

35. APS will separately record and account for net salvage such

that it can be identif ied both as a component to annual depreciation

expense and in accumulated reserves for depreciation
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36. Amortization rates currently in effect, which are shown in

Appendix A are to remain in effect

37. For purposes of this proceeding, the Parties agree that SFAS

143 shall not be adopted for ratemaking purposes

Appendix A &om Decision No. 61744 contained the detailed depreciation rates by account

that the patties agreed to in their stipulation in that APS rate case

9 Q What did Commission Order 61744 state with respect to the depreciation rates?

Commission Decision No. 61744, at page 19, stated as follows concerning Depreciation

The Settlement Agreement adopts Stay"Fs recommended service lives

and Appendix A to the Settlement Agreement sets forth the remaining

service lives, net salvage allowance, annual depreciation rates, and reserve

allocation for each category of APS depreciable property as agreed to by

the parties. The parties agree that the Statement of Financial Accounting

Standards ("SFAS") 143 will not be adopted for ratemaldng purposes

19 Q How were APS' depreciation rates modified in its last rate case, Docket No. E
I

01345A-05-0816?

In its last rate case, APS' depreciation rates were modified in a technical update sponsored

by APS witness Dr. White. In that case, I concluded that the depreciation rates proposed

by APS were developed in a manner that is consistent with the Commission's rules for

depreciation rates. The net change in percentage terms resulting from APS' technical

update in composite terms was fairly small, an increase of 0.06 percentage points for APS

plant and a decrease of 0.20 percentage points for plant that APS acquired from PWEC
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1 Q-

A.2

3

4

5

6

7

8

What Commission rules address the treatment of depreciation?

The Commission's mies at R14-02-102 address the treatment of depreciation. A copy of

these rules are presented, for ease of reference, in Attachment RCS-4. The current version

of the rules appear to have been adopted effective April 9, 1992. This pre-dates the

adoption of Statement of Financial Accounting Standards No. 143, "Accounting for Asset

Retirement Obligations" which has resulted in revisions for financial reporting purposes,

among other things, of the presentation of cost of removal information. I discuss SFAS

No. 143 in more detail subsequently in my testimony.

9

10 Q. Please discuss the Company's proposed depreciation rates and how they were

11 derived.

12 A.

13

14

15

16

17

1 8

19

20

21

The new depreciation rates proposed by APS are summarized in Company witness Dr.

White's testimony and are shown in detail in his exhibit, Attachment REW-1. APS' new

depreciation rates are the result of a complete depreciation study prepared by Dr. White's

f i rm, Foster Associates, Inc.,  ent i t led "2008 Depreciat ion Rate Study" which is

Attachment REW-1 The Company's proposed rates were developed Using a depreciation

system composed of the straight-line method, vintage group procedure16 and remaining

life technique. MS has developed its proposed depreciation rates for production facilities

by unit and by type of plant in service at each unit. This appears consistent with the

development of depreciation rates for APS that was accepted by the Commission in a prior

APS' rate case, Docket No. E-01345A-03-0437.

22

23

24

APS' proposed depreciation rates also reflect a redistribution of recorded reserves. It is

generally considered appropriate and consistent with group depreciation theory to

16 The change from broad group to vintage group is recommended by Forster Associates to better achieve the goals
for depreciation accounting. Currently, APS is using a depreciation system composed of the straight-1lme method,
broad group procedure, remain'mg life technique for all plant categories, as accepted by the Commission in Docket
No. E-01345A-03-0437. ,
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

periodically redistribute or rebalance recorded reserves among the various primary

accounts based upon more current estimates of retirement dispersion and net salvage rates.

Depreciation rates adopted for APS in Docket No. E-01345A-03-0437 were derived from

rebalanced reserves obtained from a different set of parameters from those used in the

formulation of the settled remaining life depreciation rates. Reserves were rebalanced in

the 2005 technical update and approved in Docket No. E-01345A~05-0816. The

rebalancing of reserves in the 2008 study reestablishes consistency between measured

service imbalances as of December 31, 2007 (the end of the test year) and the parameters

used in the formulation of the new remaining life accrual rates.

APS' new depreciation rates also include amortization accounting for various general

plant accounts and for two distribution meter accounts. APS has committed to a program

of replacing electronic and electromechanical meters (Accounts 370.01 and 370.02,

respectively) with Advanced Metering Infrastructure by 2012. APS is requesting a five-

year amortization period for the costs remaining in Accounts 370.01 and 370.02. Dr.

White explained the benefits of amortization accounting for these accotmts at page 13 of

his testimony as follows:

18
19
20
21
22
23
24
25

Adoption of amortization accounting for the general plant categories will
relieve APS of the burden to maintain detailed plant records for numerous
plant items in which the unit cost is small in relation to the cost of tracing
the disposition of the assets. Amortization of the metering accounts will
eliminate the need [for] further asset tracking of these two closed-end
plant accounts.

Q- What impact do the new depreciation rates proposed by APS have?26

27

28

29

A. As summarized on page 13 of Dr. White's testimony, based on December 31, 2007 plant

investment, the new depreciation rates proposed by APS for APS plant decrease

depreciation expense by $9,125,646 (from $290.860 million at present rates tO $281.734
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1

2

million at APS' proposed rates). Of the 173 plant accounts studied, APS proposes

depreciation rate reductions for 98 accounts and increases for 75 accounts.17

3

4

5

6

On a composite basils, the Company's proposed new rates for APS plant produce a

decrease of 0.09 percentage points, from the current composite rate of 2.93% to a

composite at new rates of 2.84%.

7

8 Q- Before discussing specific issues associated with APS' proposed depreciation rates,

9

10

could you please provide your understanding of some basic depreciation

terminology?

11 A. Yes, of course.

12

13 Q- What is depreciation?

14 A.

15

The Commission's rules at R14-2-102(A)(3) define "depreciation" as scan accounting

process which will permit the recovery of the original cost of an asset less its net salvage

over the service life."16

17

18 Q~ What is net salvage?

19 A. The Commission's mies at R14-2-102(A)(5) define "net salvage" as "the salvage value of

20 property less the cost of removal."

21

22 Q.

I 23 A.

What is "salvage value"?

The Commission's mies at R14-:2-102(A)(5) define "salvage value" as:

24

17 See, e.g., AttachmentREW-1,2008 Depreciation Rate Study,page 5.
is APS does not apply its depreciations on a composite basis, this information is for comparative purposes only.

I

l I l  l l l l Lu all lLu I l ll ll u I l ll Illll llllull u ll
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1
2
3

4

"the amount received for assets retired, less any expenses incurred iN
selling or preparing the assets for sale, or if retained, the amount at which
the material recoverable is chargeable to materials and supplies, or other
appropriate accounts."

5

6 Q- What is the "cost of removal"?

7 A. The Commission's rules at R14-2-102(A)(5) define the "cost of removal" as "the cost of

8 demolishing, dismantling, removing, tearing down, or abandoning' of physical assets,

9 including the cost oftranspoNation and handling incidental thereto."

10

11 Q-

12

13

14

15

16

17

18

What is depreciation expense?

Depreciation expense is a charge to operating expense to reflect the recovery of

depreciable utility plant. Depreciation rates are applied to a utility's depreciable utility

plant to determine the amount of depreciation expense. Public utility depreciation expense

is typically straight-line over the service life which results in an equal share of the cost of

assets being assigned or allocated to expense each year over the service life of the assets,

A service life is the period of time during which depreciable plant and equipment is in

$€tVi€8_19 .

19

20 Q. What is depreciable utility plant?

i 21 A.

22

23

24

25

Public utilities record their plant investment activity in the individual plant accounts set-

forth in the Federal Energy Regulatory Commission's ("FERC") Uniform System of

Accounts ("USOA"). Plant additions, retirements and balances are maintained by plant

account. An annual addition is the original cost of plant added to the account during the

year. A retirement is recorded in the plant account by removing the original cost of a prior

n

A.

19 National Association of Regulatory Utility Commissioners Public Utility Depreciation Practices, August, 1996.
("NARUC Depreciation Manual"), p. 321. Also, Commission Rule R14-2-102, which defines "service life" as "the
period between the date an asset is first devoted to public service and the date of its retirement from service."



Amount
Dr. (Cr_)Account Description

403 Depreciation Expense $ 1,0oo
108 Accumulated Depreciation $ (1;000

To record depreciation

various Payroll Ex nae $ 1,000
131 Cash $ (1,000)

To record payroll expense
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1 addition when such plant is removed from service. The plant balance is what is Is at the

end of an accounting period after accounting for additions and retirements.

3

4 Q, How is the annual depreciation expense calculated?

5 A. Annual depreciation expense, cal led an accrual, is calculated by applying a depreciation

6 rate to plant balances.
I

7

8 Q, Is the depreciation accrual a cash expense?

9 A. No. Depreciation is considered a non~cash expense.

10

11 Q- Please explain the distinction between a cash and non-cash expense.

12 A. Depreciat ion expense is considered a non-cash accrual . This contrasts with payroll

13

14

15

16

17

18

19

expense, for example, which involves the current out lay of cash. Depreciat ion expense

does not il lvolve a specific payment during the test-year. Both depreciation and payroll are

included as expenses in the income statement and revenue requirement, but no cash flows

out  of  the company for  depreciat ion expense.  k istead of  reducing the cash account ,

deprec i a t i on  expense i s  recorded on  t he i ncom e s ta tem ent  as  an  expense and i s

simultaneously recorded on the balance sheet in the accumulated depreciation account,

which is shown as an offset to plant in service. The following accounting entries il lustrate

20 the difference:

21
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1 Q What is the Accumulated Depreciation account?

Accumulated Depreciation, Account 108 in the USOA, is a record of the previously

recorded depreciation expense. At any point in time, the accumulated depreciation

account represents the net accumulated- amount of the original cost of assets and net

salvage that has been recovered to date. From a regulatory perspective, Accumulated

Depreciation can be considered a measure of the depreciation recovered from ratepayers

Commission Rule R14-2-l02 defines "accumulated depreciation" as "the sum of the

annual provision for depreciation from the e that the asset is first devoted to public

service

11 Q How does depreciation expense impact a utility's revenue requirement?

Annual depreciation expense is a cost that is included in a public util ity's revenue

requirement. Because public utilities tend to be capital intensive, depreciation expense

can be a significant component of the utility's revenue requirement

16 Q What is the objective of depreciation expense

I

From a regulatory perspective, the objective of public utility depreciation is straight-line

capital recovery. This is accomplished by allocating the original cost of assets to expense

over the lives of those assets through the application of depreciation rates to plant

balances. Additionally, many state regulatory commissions, including the ACC, have

allowed utilities to recover through the commission-authorized depreciation rates, the

utility's estimated future cost of removal, which is part of the net salvage component of

the depreciation rates



Year

Annual
Depreciation

Expense

End-of-Year
Accumulated
Depreciation

1 $ 100,000 $ (100,000)
2 $ 100,000 $ (200,000)
3 $ 100,000 $ (300,000)
4 $ 100,000 $ (400,000)
5 $ 100,000 $ (500,000)
6 $ 100,000 $ (600,000)
7 $ 100,000 s (700,000)
8 $ 100,000 $ (800,000)
g $ 100,000 $ (900,000)
10 $ 100,000 $ (1,000,000)

TOTAL $ 1,000,000

I
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I I Q Please illustrate how depreciation rates are developed

The fol lowing calculat ion shows a straight- l ine whole-l i fe depreciat ion rate assuming a

10-year average service l i fe and a Sl mil l ion plant investment, and the whole l i fe method

Each year the 10% depreciat ion rate would be appl ied to plant in service to produce an

annual depreciation expense and an entry to accumulated depreciation

Straight-Line Whole-Life Depreciation Rate
Assuming $1 Million Investment and a 10-Year Life
Depreciation Rate: 100% I 10 Years = 10% Per Year

I

I
1

9 Q, What happens at the end of an asset's life under this scenario

All things equal, at the end of 10 years, the plant balance will be 100% (or $1 million)

and the accumulated depreciation balance will also be 100% (also $1 million). This

equality is important to understanding issues relating to the cost of removal/negative net

salvage

15 Q What is negative net salvage

Negative net salvage is the difference between any salvage value and the cost of removal

of the asset alter completion of its service life. If the cost of removal exceeds the salvage

amount, this produces negative net salvage. In this testimony I will use the terms negative



Yea r

Annual
Depreciation

Expense

End-of-year
Accumulated
Depreciation a

Annual
Negative Net

Salvaqe Cha e

FAS 143
Regulatory

Liabili
1 $ 100,000 $ (100,000) $ 55,000 $ (55,000)
2 $ 100,000 s f2oo,ooo> s 55,000 $ 110,000
3 $ 100,000 (300,000)$ $ 55,000 (165,000$
4 100,000$ $ (400,000) $ 55,000 $ (220,000
5 $ 100,000 $ (500,000) s 55,000 $ (275,000)
6 $ 100,000 s usu,ooo> 55,000$ $ (330,000)
7 $ 100,000 s (700,000) s 55,000 $ (385,000)
a $ 100.000 $ (800,000) $ 55,000 $ (440,000
9 $ 100,000 (900 too)$ $ 55,000 (495_QOO)s
10 $ 100,000 $ (1,ooo,ooo) 55,000$ (550,000s

TOTAL s 1,000,000 $ 550.000

I
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1 The ratemaking treatment of

2

3

net salvage and net cost of removal interchangeably.

negative net salvage was raised as an issue by a Staff witness (Mr, Majoros) in a prior

Negative net salvage can have aAPS rate case, Docket No. E-01345A-03-0437.

4 significant impact on a utility's depreciation rates and revenue requirement.

5

6 Q, What happens if estimated future negative net salvage is includedjn the calculation?

7 A.

8

Assume a negative 55 percent (-55%) net salvage ratio. The above whole-life example

with a 55% value for negative net salvage is as follows:

9
Straight-Line Whole-Life Depreciation Rate
Assuming $1 Million Investment, a 10-year Life
And Negative Net Salvage of 55%
Depreciation Rate: [100% - (-55%)] I 10 Years = 15.5% Per Year

10

11

12

13

In this example, negative net salvage increases the resulting whole-life depreciation rate

from 10% to l5.5%, i.e., by 55%. This increase results from the inclusion of estimated

future net cost of removal, including estimated fixture inflation.

14

15 Q- Please explain the "FAS 143 Regulatory Liability" column in the above example.

16 A.

17

18

Because the Company has no current legal obligation to pay the estimated future inflated

costof removal (negative net salvage) amounts (i.e., has no asset retirement obligation),

the excess amounts recovered through depreciation rates are accumulated in a regulatory

19 liability account for financial reporting purposes, pursuant to Statement of Financial
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Accounting Standards No. 143. (SFAS 143) I will explain certain provisions in SFAS

143 that require such treatment in more detail later in my testimony

4 Q- Why does negative net salvage increase the depreciation rate?

It increases the depreciation rate because negative salvage is, in effect, added to the

original cost of the plant. klstead of 100% (which represents the original cost of assets)

the numerator becomes I55%. This is equivalent to capitalizing or adding the estimated

cost of removal to the original cost of the asset. In the above example, instead of

recovering the original plant cost of $1 million, the depreciation rates would recover $1.55

mil l ion

12 Q- What happens at the end of life under this scenario

The plant balance will be 100% but the sum of the accumulated depreciation balance and

the regulatory liability account will be 155%. Consequently, unlike the "zero net salvage

scenario" shown above, when negative net salvage is included in a depreciation rate, there

will not be an equality of plant and reserve at the end of an asset's life because the

Company will have charged more depreciation than it paid for the original cost of the

asset. Under these circumstances, equality will only be achieved if the Company actually

spends additional money at the end of the asset's life

21 Q Is the Company required to pre-collect from ratepayers estimated future amounts of

money that it might spend at the end of plant useful life?

While for some of its assets APS has no current legal l iability to spend money for

estimated future cost of removal, the Commission rules at R14-2-102(B)(3) state that

The cost of depreciable plant adjusted for net salvage shall be distributed in a rational and

systematic manner over the estimated service life of the plant." As discussed above, the
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1

2

3

Commission's rules define "net salvage" to include due cost of removal. Consequently, I

conclude that the Colnmission's rules contemplate that cost of removal should generally

be included in the utility's depreciation rates.

Q-

4

5

6

7

8

9

10

11

A.

If the Company does incur an obligation at the end of an asset's service life that

requires spending money for removal, can the Company take, the money out of

accumulated depreciation?

No. Accumulated Depreciation is an unfunded account. Even though the Company

collected money from ratepayers for future removal cost that had been included in past

depreciation rates, it will have already spent that money on whatever it chose in the past:

salaries, dividends, etc.

12

13

14

15

16

Q, Please explain the concept of remaining life depreciation.

A. The remaining life technique is similar to the whole-life technique, but it incorporates

accumulated depreciation into the numerator of the equation, and the denominator

becomes the remaining life rather that the whole life of the asset.



Year

Annual
Depreciation

Expense

End-of-year
Accumulated
Depreciation

3 $ 300,000)
4 $ 100,000 $ (400,000)
5 $ 100,000 $ 500,000)
6 $ 100,000 $ 600,000)
7 $ 100,000 $ 700,000
8 $ 100,000 $ (800 000
g 5 100,000 s 900,000
10 $ 100,000 $ (1,000,000)

TOTAL $ 700,000

Year

Annual
Depreciation

Expense

End-of-Year
Accumulated
Depreciation

Annual
Negative Net

Salvage Charge

FAS 143
Regulatory

Liability
3 $ (300,000) $ (165,000)
4 $ 100,000 (400,000)$ $ 55,000 $ (220,000
5 $ 100,000 (500,000$ $ 55,000 $ (275,000
8 $ 100,000 600,000$ $ 55,000 $ (330,000)
7 $ 100,000 $ (700,000) $ 55,000 $ r3as,000
8 $ 100,000 (800,000)s s 5s,000 $ (440,000
9 $ 100,000 $ (900,000 $ 55,000 s (495,000
10 $ 100,000 $ (1,000,000) $ 55,000 $ (550,000)

TOTAL $ 700,000 s 385,000
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1 Q. What happens when accumulated depreciation is incorporated into the numerator of

the basic depreciation calculation?

If the 10-year asset is 3 years old, its remaining-life would be 7 years (10 - 3 = 7). The

accumulated depreciation account would be 30% of the original cost because the 10%

depreciation rate would have been applied for dire years (3 x 10%

remaining life depreciation rate would then be 10%, calculated as follows

30%). The

Straight-Line Remaining-Life Depreciation Rate
Assuming $1 Million Investment and a 10-year Life
Depreciation Rate: [100% - 30%] I [10 - 3 Years] = 10% Per Year

Under the example with the assumed 55% negative net salvage, and a 7-year remaining

life, the results would be a 15.5% depreciation rate, as shown below

Straight-Line Remaining-Life Depreciation Rate
Assuming $1 Million Investment, a 10-year Life
And Negative Net Salvage of 55%
Depreciation Rate: [(100% - (-55%)) (3 x 15.5%) ] I [10 - 3 Years] = 15.5% Per Year
Depreciation Rate: I(108.5%H I [7 Years] = 15.5% Per Year
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1 Q. Why would the whole-life depreciation rate in the example with negative net salvage

and the remaining life depreciation rate in the negative net salvage example both be

15.5 percent?

In these examples, the remaining life depreciation rate and the whole-life depreciation

rates are the same (15.5 percent) because I have assumed that the accumulated

depreciation account is in balance. In other words, based on a continuation of the

fundamental parameters, i.e., the 10-year service life and the negative 55% net salvage

ratio, exactly the right amount of depreciation has been charged and collected in the past

4

10 Q What would happen if either of these fundamental parameters were to change

If either the service life or net salvage parameter changes during the life of the plant, the

accumulated depreciation account will be out of balance, and the remaining life rate will

be either higher or lower than the whole-life rate depending on the direction of the

imbalance. That is because the Company will have collected either too much depreciation

or not enough depreciation in the past, given the current estimates of lives or future net

salvage. The difference between the actual amount recovered, as included in the book

depreciation reserve, and a theoretical estimate of what should be in the book reserve, is

called a "reserve imbalance." The remaining life technique is oiien used to dead with such

reserve imbalances

21 Q Since the last revision to the Commission's rules regarding the treatment of

depreciation, has a significant accounting pronouncement been issued?

Yes. As noted above, it appears dlat the Commission's rules concerning the treatment of

depreciation were last revised and became effective April 9, 1992. Since that date

Generally Accepted Accounting Principles (GAAP), specifically SFAS 143, highlight the

amounts associated with estimated future cost of removal for which no current legal



Direct Testimony of Ralph C. Smith
Docket No. E-01345A-08-0172
Page 120

obligation exists and require that they be reported as Regulatory Liabilities for financial

reporting purposes. A regulatory liability can be viewed as an amount owed to ratepayers.

1

2

3

4

5

6

7

8

9

10

Q-

A.

What is SFAS 143?

The Financial Accounting Standards Board ("FASB") is a standards-setting body for the

public accounting profession. In June 2001, the FASB promulgated Statement of

Financial Accounting Standards No. 143 ("FAS l43"). This pronouncement addresses the

appropriate accounting for long-lived assets. It is effective for all fiscal years begirding

alter June 15, 2002. However, earlier application was encouraged. Pursuant to SFAS 143,

all companies, both unregulated (e.g., Walmart) and regulated (e.g., APS) must review all

of their long-lived assets to determine whether or not they have actual legal obligations to

remove retired assets. For some plant and equipment, companies have a legal obligation to

remove the asset at the end of the service life. These legal obligations for future removal

are called asset retirement obligations ("AROs"). For other assets, no such obligation

exists.

11

12

18

14

15

16

17

18

19

20

21

22

23

24

25

If a company does have an ARO, the fair value of the future retirement cost, which is

determined using net present value techniques, is considered to be part of the original cost

of the asset. That ARO is therefore capitalized (included in the original cost) and

depreciated over the life of the asset. In essence, if a Company incurs a legal liability to

spend money to remove an asset at the end of its life, that liability is part of the cost of the

asset.

In contrast, if a company does not have such legal obligations, the future cost of removal

will not be capitalized as part of the asset cost and will not be included in depreciation
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expense. Only the initial cost of the asset (which does not include estimated inflated

future cost of removal for which no current liability exists), will be depreciated

At the end of the asset's life, for assets without AROs, the accumulated depreciation

account will equal the plant balance. In other words, under SFAS 143, there is symmetry

between assets with and without AROs. In both cases, the accumulated depreciation will

equal the original cost of the asset at the end of its life

9 Q How are AROs measured?

AROs are measured at their net present value, not their inflated future value

12 Q How are AROs recorded for accounting purposes

I

I

As stated above, AROs are capitalized as a cost of the related asset and simultaneously

recorded as a liability for those companies with a legal obligation to remove a retired

asset. To illustrate, assuming an ARO of $500, the $500 would be debited (i.e., added) to

plant and simultaneously credited (i.e., added) to the regulatory liability account. Each

year, as the liability increases due to inflation, the increase is charged to accretion expense

and credited to the liability, but the asset value remains the same. In other words, just as

the original cost of the asset does not increase, neither does the capitalized asset retirement

22 Q- What happens if a company does not have an asset retirement obligation pursuant to

23 SFAS 143?

If a company does not have such obligations, the estimated future inflated cost of removal

is not considered as a cost of the asset, and therefore it will not be included in the

company's depreciation expense on its general purpose financial statements. SFAS 143
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1 therefore, unbundles net salvage from depreciation rates. It does this in two ways: (1) by

incorporating the net present value of an ARO in the cost of the asset, or (2) by excluding

non-A.ROs from the depreciation rate calculations.

2

3

4

Q~

A.

What is the accounting impact of SFAS 143 for electric utilities?

Under Generally Accepted Accounting Principles ("GAAP"), electriqutilities are required

to review all of their assets to determine if they have any AROs. If a utility has any AROs, .

they are capitalized. Paragraph B73 of SFAS 143 provides an exception for regulated

utilities, which allows them to continue to incorporate net salvage factors ("non-legal

AROs") in depreciation rates even if they do not have AROs. Utilities are also required to

determine the amount of any prior cost of removal collections relating to non-legal AROs

that is now included in their accumulated depreciation accounts, and reclassify these and

any such future charges as a regulatory liability in their financial statements. In other

words, even with the paragraph B73 exception, SFAS 143 provides transparency through

reporting disclosure requirements.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- What is the impact of SFAS 143 on electric regulatory accounting?

A. FERC addressed SFAS 143 in Docket RM02-7-000 which resulted in Order No. 631.

FERC Order 631 essentially adopts SFAS 143 and integrates it into the Uniform System

of Accounts. Utilities are required to review their long-lived assets to determine if they

have any AROs. Where utilities do not have AROs, any charges for such amounts must be

separately identified. FERC Order 631 defines cost of removal allowances for which there

is no legal asset retirement obligation, as "non-legal retirement obligations." Past and

future "non-legal AROs" must be specifically identified and accounted for separately in

the depreciation studies, depreciation expense and the accumulated depreciation account.

In Order 631, FERC maintains the transparency resulting from the "separation principle"
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1 for non-legal AROs that was established in paragraph B73 of SFAS 143. Paragraph 38 of

Order 631 explains FERC's new requirements for non-legal AROs:

"Instead, we wil l  require jurisdictional entit ies to maintain separate

subsidiary records for cost of removal for non-legal retirement obligations

that  are included as speci f ic ident i f iable al lowances recorded in

accumulated depreciation in order to separately identify such information

to facilitate external reporting and for regulatory analysis, and rate setting

purposes. Therefore, the Commission is amending the instructions of

accounts 108 and 110 in Parts 101, 201 and account 31, Accnled

depreciation - Canter property, in Part 352 to require jurisdictional entities

to maintain separate subsidiary records for the purpose of identifying the

amount of specific allowances collected in rates for non-legal retirement

obligations included in the depreciation accruals."

Q- Does FERC provide any additional insight as to the interpretation of these new

rules?

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 A. Yes, at paragraph 39 of the order, FERC states:

19
20
21
22,
23
24
25
26
27
28
29
30
31

"Jurisdictional entities must identify and quantify in separate subsidiary
records the amounts, if any, of previous and current accumulated removal
costs for other than legal retirement obligations recorded as part of the
depreciation accrual in accounts 108 and 110 for public util ities and
licensees, account 108 for natural gas companies, and account 31 for oil
pipeline companies. If  jurisdictional entities do not have the required
records to separately identify such prior accruals for specific identifiable
allowances collected in rates for non-legal asset retirement obligations
recorded in accumulated depreciation, the Commission will require that
the jurisdictional entities separately identify and quantify prospectively the
amount of current accruals for specific allowances collected in rates for
non-legal retirement obligations."
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1 Q_

2

3 A.

4

5

Does FERC make any policy calls concerning the appropriate treatment of the

disposition of prior and future collections contained in these separate allowances?

No. As indicated at paragraph 64 of the Order, FERC declined to Make such calls on a

policy basis. Rather, FERC will resolve the appropriate treatment of the dispositions of

prior and future collections on a case~by4case basis.

6
I

7 Q,

8

Does FERC's Order require anything new or more with respect to its

requirement for detailed depreciation studies?

9 No. At paragraph 65 of the Order, FERC states that:

10
ca

I • 4 this rule requires nothing new and nothing more with respect to the

11

12

13

14

15

requirement for a detailed study. Complex depreciation and negative

salvage studies are routinely filed or otherwise made available for review

in rate proceedings. When utilities perform depreciation studies, a certain

amount of detail is expected. It is incumbent upon the utility to provide

sufficient detail to support depreciation rates, cost of removal, and salvage

16 estimates in rates."

17

18

19

20

21

22

Additionally, footnote 45 states:

"When an electric utility files for a change in its jurisdictional rates, the

Commission requires detailed studies in support of changes in annual

depreciation rates if they are different from those supporting the utility's

prior approved jurisdictional rate."

23

24

25

A.

Thus, FERC recognizes distinctions between legal and non-legal AROs just as SFAS 143

recognizes diode distinctions. On a going-forward basis, jurisdictional entities must be

i
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1
I

1

2

prepared to specifically identify and justify any non-legal AROs that they propose to

include in rates.

3

4 Q.

I 5 A.

6

7

8

Has APS implemented SFAS 143?

Yes. The Company implemented SFAS 143 on January 1, 2003. Footnote 11 from APS'

2003 SEC Form 10-K states with respect to the initial adoption of this accounting, that on

January 1, 2003 the Company adopted SFAS No. 143, "Accounting for Asset Retirement

Obligations." In its 2003 SEC Form 10-K, APS states further that:

9

10 "In accordance with SFAS No. 71, we will continue to accrue for removal

11 costs for our regulated assets, even if there is no legal obligation for

12 removal. At December 31, 2003, regulatory liabilities shown on our E

_

_13

14

Balance Sheets included approximately $480 million of estimated iiuture

removal costs that are not considered legal obligations."

15

16

17

18

19

20

Moreover, consistent with adopting this accounting principle for financial reporting

purposes, APS "reclassified prior year removal costs of approximately $557 million

previously included in accumulated depreciation to the liability for asset retirements and

removals in our Balance Sheets." In 2003, APS "reclassified the portion of this liability

for which no legal obligation for removal costs exists to a regulatory liability."

21

22

23

24

I

25

When initially adopting SFAS 143, companies such as APS reclassified for financial

statement reporting purposes their accumulated cost of removal for which there is no

current legal obligation for removal, from Accumulated Depreciation and reported this as

a Regulatory Liability.
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1 As described on page 85 of the Company's 2007 Securities and Exchange Commission

("SEC") Form 10-K:

"APS records a regulatory liability for the asset retirement obligations

related to its regulated assets. This regulatory liability represents the

difference between the amount that has been recovered in regulated rates

and the amount calculated under SFAS No. 143 'Accounting for Asset

Obligations] as interpreted by FIN 47. APS believes it can recover in

regulated rates the costs calculated in accordance Mth SFAS No. 143."

Under "Regulatory Liabilities" on its 2007 SEC Form 10-K, APS reported a "regulatory

liability related to asset retirement obligations" of $133 million and $153 million as of

December 31, 2006 and 2007, respectively. Under "Regulatory Liabilities" on its 2007

SEC Form 10-K, APS also reported a regulatory liability of $387 million and $392 million

as of December 31, 2006 and 2007, respectively, related to removal costs, with this note:

"In accordance with SFAS No. 71, APS accrues for removal costs for its regulated assets,

even if there is no legal obligation for removal."

Q- Are the "costs of removal" that were reclassified as a regulatory liability for financial

reporting purposes the result of APS' past depreciation rates?

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

A. Essentially, yes APS' past depreciation rates have included negative net salvage. This

has resulted in APS pre-collecting from ratepayers estimated future costs of removal for

non-legal AROs, which under SFAS 143 have been reclassified for financial reporting

purposes as a regulatory liability.

i

23

24

25
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1

2

Plant and equipment are retired from service at the end of their useful life. Sometimes the

retired plant and equipment may be physically removed and can be resold for value. This

is called gross salvage. The cost of removal net of the value received for the salvage

constitutes net salvage. In more technical terms, gross salvage is the amount recorded for

the property retired due to the sale, reimbursement, or reuse of the property. Cost of

removal is the cost incurred in connection with the retirement rpm serv ice and the

disposition of depreciable plant. As discussed above, net salvage is the difference

between gross salvage and cost of removal.

Q- Are net salvage ratios included in the Company's depreciation rate

calculations?

A. Yes. Substantial negative net salvage ratios are included in several of APS' depreciation

rates. The inclusion of negative iiuture net salvage ratios in APS' proposed depreciation

rates results in depreciation rates that are significantly higher in many instances than if no

cost of removal had been included. As noted above, the inclusion of net salvage in

depreciation rates appears to be consistent with past practices of the utility and the

Commission, and appears to be contemplated by Commission rule R14-2-l02(B)(3).

Q-

A.

I

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Do APS' proposed depreciation rates include estimated future removal costs?

Yes. As noted above, APS' proposed depreciation rates include estimated future removal

costs, including estimated future inflation. APS has done this by including negative net

salvage ratios in the development of depreciation rates for many, but of  i ts

depreciable plant assets.

not all,
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Q.

A.

Where does APS develop its estimated future costs of removal that are included in its

proposed depreciation rates?

These are developed in Dr. White's Attachment REW-1 on Statement E (average net

salvage), Statement F (future net salvage) and Statement G (dismantlement costs).

1

2

3

4

5

6

7

8

9

10

Q. Has APS' approach to including net salvage in depreciation rates been widely used in

the utility industry?

Yes. Many regulated utilities have used this approach. It is even addressed in NARUC's

1996 Public Utilities Depreciation Practices Manual as a recommended approach. On the

other hand, the same NARUC Manual at page 157 also states:

11
12
13
14
15
16
17
18

"Some commissions have abandoned the above procedure [gross salvage
and cost of removal reflected in depreciation rates] and moved to current-
period accounting for gross salvage and/or cost of removal. In some
judsdictions gross salvage and cost of removal are accounted for as
income and expense, respectively, when they are real ized. Other
jurisdictions consider only gross salvage in depreciation rates, with the
cost of removal being expensed in the year incurred."

Q- In your opinion, is there a reasonable alternative to the approach used by APS?

19

20

21

22

23

A.

A. Yes. Instead of incorporating estimated future cost of removal along with estimated filature

inflation into depreciation rates, providing a normalized level of removal cost as a current-

period expense is a reasonable alterative for raternaking purposes, in my opinion.



Direct Testimony of Ralph C. Smith
Docket No. E-01345A~08-0172
Page 129

1 Q Does the NARUC Manual indicate that some utility commissions are using this

alternative approach?

Yes. The NARUC Manual at page 158 states

It is frequently the case that net salvage for a class of property is negative
that is, cost of removal exceeds gross salvage. This circumstance has
increasingly become dominant over the past 20 to 30 years, income cases
negative net salvage even exceeds the original cost of plant,. Today few
utility plant categories experience positive net salvage, this means that
most depreciation rates must be designed to recover more than the original
cost of plant. The predominance of this circumstance is another reason
why some utility commissions have switched to current period accounting
for gross salvage and, particularly, cost of removal

15

16

Q, Could APS' approach result in accumulated depreciation exceeding the original cost

of plant in service

Yes. One of the mechanical problems with APS' approach is that it can result in a

depreciation reserve actually exceeding the gross plant balance. That is because the

depreciation rates proposed by APS for distribution plant include estimated future cost of

removal, and therefore produce higher depreciation rates than are necessary to fully

depreciate the original cost=of the plant. Therefore, at the end of its life, the accumulated

depreciation account exceeds the plant account balance. Referring back to the hypothetical

illustration that I presented earlier, with a 55% negative net salvage asstunption, at the end

of the 10-year assumed useful life, the utility has recorded $1.55 million iii depreciation

on a depreciable asset of $1 million. During the plant's depreciable life, the utility had no

asset retirement obligation, but it would have collected an extra $550,000. This problem

is alleviated to a large extent by APS' proposal to rebalance the depreciation reserves in its

current depreciation study
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Q,1

2 A.

How should the allowance for cost of removal be calculated?

Because the Commission's rules at R14-2-102 in their current form contemplate the

inclusion of net salvage in the development of the utility's depreciation rates, and this is

what APS has done, I am not in aNs proceeding recommending an alterative. Were it not

for those rules, I believe there is substantial merit in the alternative recommended by the

witness for Staff in the prior APS rate case, which would provide for a normalized

allowance for cost of removal based on the average of the most recent five years worth of

actual net salvage activity. Essentially, the cost of removal is treated just as any other

normalized operating expense.

Q~ Are you aware of whether other regulatory commissions use that alternative

approach for utility recovery of cost of removal?

A. Yes. A five-year average net salvage allowance approach has been used for many years

by the Pennsylvania Public Utility Commission. In recent years, some other state

regulatory commissions have used similar approaches that exclude estimated future cost of

removal from the development of depreciation rates, and provide an allowance for the cost

of removal based on an average of a utility's actual incurred cost.

Q, What are the advantages of that approach?

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

14

1 5

1 6

1 7

1 8

1 9

2 0

2 1

A.

I

I

22

23

24

25

26

The five-year rolling average for recovery of cost of removal provides a reasonable

method for addressing this controversial aspect of depreciation. APS' proposed

development of depreciation rates essentially treats estimated future costs of removal

(including estimated nature inflation) as a current period expense, even when there is no

current legal obligation to incur such cost. In contrast with APS' approach, a normalized

expense allowance approach better conforms with the generally accepted accounting

principles articulated in SFAS 143 by not treating estimated inflated future removal costs
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1

2

3

4

5

6

as if they were a current obligation and a current expense. Additional advantages offered

by the normalized expense allowance approach include that it is simple, straight-forward

and easy to implement, provides an opportunity for the Company to recover a normalized

allowance for cost of removal based on recent actual cost, and avoids charging current

customers for estimated future inflation. However, the Commission's mies at R14-2-102

in their present state would appear to be inconsistent with this alternative.

7

8 Q- Should those rules be reviewed in a generic proceeding?

9 A. Yes. Because believe there is no compelling reason to treat cost of removal (where there

10

11

is no current obligation to incur such cost) differently from other normalized operating

expenses, 'm APS' last rate case, Docket No. E-01345A-05-0827, Irecornmended that the

Commission consider amending Rule R14-2-102 to consider treatment of cost of removal12

13

14

15

as a normalized operating expense. The Commission's Decision No. 69663, at page 156,

states, among other things, that: "Staff should consider initiating a docket to amend

A.A.C. R14-2-102, the Commission's depreciation mle, to allow alternative treatment for

the cost of removal." 1 have been advised by Staff that it intends to initiate such a16

17

18

proceeding. However, the current APS rate case was tiled somewhat sooner than expected

and before that proceeding to consider R14-2-102 has been initiated.

19

20 Q- How should the depreciation rates proposed by APS be adopted for use in this case?

l 21 A.

22

23

With the exception of Account 370.01, Electronic Meters, the depreciation rates proposed

by APS presented in Dr. White's Attachment REW-1 should be adopted for use in thls

case." The depreciation rates proposed by APS were developed in a manner that is

consistent with the Commission's mies for depreciation rates. My review of the details24

20 As described in my testimony under Staff Adjustment C-17, an additional adjustment with relatively minor impact
on the revenue requirement, may also be needed for the prospective annual amortization for Account 370.02,
Electromechanical Meters.
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1

2

3

4

provided in Dr. White's Attachment REW-1 and other information indicates that those

new rates proposed by APS are consistent with a reasonable approach to updating the

depreciation rates that the Commission approved in Decision Nos. 67744 and 69663. As

noted above in my testimony, the net change in percentage terms resulting from APS'

technical update in composite terms is fairly small, a decrease of 0.09 percentage points

for APS' plant. I discuss the reasons for rejecting APS' proposed depreciation rate change

for Account 370.01 in my testimony for Staff adjustment C-17.

VI.

Q-

A_

POWER SUPPLY ADJUSTOR

What issues are you addressing with respect to APS' Power Supply Adjustor?

I am addressing the treatment of gains on the sale of SON emission allowances and provide

some background and briefly comment concerning the 90/10 sharing provision in APS'

PSA.

A.

Q-

A.

I

S02 Emission Allowances

How does APS account for the margins realized on the sale of S02 emission

allowances?

APS' accounting for gains on the sale of SO; emission allowances was described in the

Company's response to Staff 4.12(e), which I have addressed above, in conjunction with

my discussion of Staff Adjustment C-14.

Q-

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

Has the amount of margins APS has realized on the sale of S02 emission allowances

fluctuated significantly from year-to-year?

Yes, it has. The amount of gains on the sale of SON emission allowances that APS has

realized for each year in the period 2003 through 2007 as described in my testimony above

concerning Staff Adjustment C-14, is summarized in the following table:



Year

Number of
SO,

Allowances
Sold

Cost of SO,

Allowances
Sold

Gains from
Disposition of

Allowances
Accou it 411.8

Gain on
Disposition of

Property
Account 421.1

Construction
Work in
Progress

Account 107

Total Proceeds
from the Sale
ol'Alluwances

Variance from
Prior Year

2002 1,064 s s 133,013 $ $ s 133,013

2003 1 ,064 s s 137,398 s $ s 137,398 s 4,385

2004 43,273 s $ 3,960,664 s 4,636,025 s 4,636,025 s 13,232,714 s 13,095,316

2005 1 ,064 s $ 532,107 s s s 532,107 s (12,700,607)

2006 14,064 s s 6,51 I ,547 $ 7,675,893 $ 7,675,893 s 21,863,333 s 21,331,226

2007 1 ,064 $ s 339,353 s s $ 339,353 s (2l,523,980

2008 1 ,064 s $ 279,908 s $ s 279,908 (59,445
s Y

I
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I

1

I 2

I 3

4

5

6

7 Source: APS' responses to Staff 6.145 and Staff4,]2, 2008 amount is apparently through July JI, 2008

8

Q-

10

Are SO; emission allowances directly related to the burning of coal in APS'

generating plants?

11 A. r

12

Yes. SO; emission allowances are directly related to the burning of coal in APS' coal-

fired generating p1ants.21

13

14 Q. Please explain Staffs proposal to credit the margins realized on the sale of S02

15

16 A.

17

18

19

20

i 21

22

emission allowances against PSA costs._

Staff recommends that fluctuations in the margins realized by APS on the sale of SON

emission allowances over (or under) the amount of S02 emission allowance sales gains

reflected in the establishment of APS' base rates, be credited against (or included with)

PSA costs. APS receives sales proceeds from the Environmental Protection Agency

("EPA") for the auction of SON emission allowances. These proceeds are credited to

FERC Account 411.8, Gain on Disposition of Allowances." SON allowances are directly

related to the burning of coal at APS' generating units because SO; is emitted as coal is

23 burned. The EPA requires that each affected unit have one SO; allowance for each ton of

24 S02 emitted each year. Staff Adjustment C-14, discussed above, attempts to reflect a

9

21 See, Ag., Aps' response to Staff 12.46(¢): ,
Hz As noted above, in conjunction with my testimony on Staff Adjustment C-14, APS has also been recording
portions of its S02 emission allowance sales gains in other accounts.
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1

2

3

normalized level of S02 allowance sales gains as a credit against operating expenses in

developing APS' base rates in this proceeding. Because the SON emission allowances are

fuel-related, I recommend that annual f luctuations iii the amount of such gains be

addressed in the PSA.4

5

6 Q, Why' should annual fluctuations in gains on the sale of S02 emission allowances be

7

8 A.

9

10

11

addressed in the PSA?

The PSA is the appropriate mechanism to address annual fluctuations 'm the gains on the

sale of S02 emission allowances because it is the mechanism used to recover net fuel and

purchased energy expense. Since SO; emission allowances are related to fuel, variations

from the amount of SO2 sales gains reflected in the development of APS' base rates

12 should be reflected through the PSA as an offset or addition to fuel expense. As

13

14

15

16

17

demonstrated above, the margins that APS realizes on the sale of S02 emission allowances

are material and can vary significantly Hom year to year. Consequently, the PSA, which

reflects annual changes in iii el and purchased power costs, is the ideal mechanism to

address fluctuations in the S02 emission allowance sales gains, which are material and

which fluctuate significantly from year to year.

18

19 Q_

20

Is it common for the margins realized on the sale of SO; allowances to be addressed

in a fuel adjustment mechanism?

21 Yes. As described in the testimony of Staff witness Emily Medine in a recent rate case

22

23

24

involving Tucson Electric Power, Docket No. E-01933A-07-0402, crediting fuel costs for

the margins realized by an electric utility on its sale of S02 allowances in a fuel

adjustment mechanism is fairly common. Ms. Medine's testimony in that case provided

25 several specific examples from recent cases, of where this has been required.

26

I

A.
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I

1 Q-

2

Are you aware of any other recent cases in which the net proceeds of a utility's S02

allowance sales were ordered to"be credited against fuel costs in the utility's fuel

3 adjustment mechanism?

4 A.

5

6

7

Yes. The Arkansas Public Service Commission ("APSC") in a recent rate case involving

Energy Arkansas, Inc. ("EAI") required EAI to credit the net proceeds of that utility's

SO2. allowance sales against 1i1el costs in EATs Energy Cost Recovery Rider ("Rider

ECR").23

8

9 Q,

A.10

11

12

Please summarize Staff's recommendation concerning S02 allowance sale gains.

Staff recommends that changes in the annual amount of all gains realized by APS on the

sale of SON emission allowances above or below the amount reflected in base rates should

prospectively be reflected as a credit against (or addition to) fuel costs in the APS PSA.

13

14 B. The 90/10 Sharing Provision in the PSA

15 Q-

16 A.

17

18

Please provide some background on the 90/10 sharing provision in the APS PSA.

The 90/10 sharing provision represents an area of significant difference in the PSA that

Staff recommended for APS in Docket No. E-01933A-03-0437 and the PSA that the

Commission ultimately adopted in that case.

19

20

21

22

23

Additionally, in Decision No. 69663, at page 111, the Commission stated

concerning the APS PSA that: "a prospective adjustor should also contain a

sharing provision to provide an incentive for the Company to keep its fuel and

purchased power costs as close to base rates as possible."

24

23 DocketNo.06-101~U, Order Nos. 10 and 16.
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Q-

A.

.
s

Is Staff recommending any change to the 90/10 shan'ng provision in APS' PSA at this

time?

No. Staff is aware that, while a similar 90/10 sharing provision was not adopted in recent

Purchase Power and Fuel Adjustment Clause ("PPFAC") mechanisms dirt have been

approved for TEP and for UNSE, the Commission has now ruled in two rate orders,

Decision Nos. 67744 and 69663, that it wanted the 90/10 sharing provision to be part of

APS' PSA.

Q. If the Commission indicates that it seeks to have the 90/10 sharing provision for APS

re-evaluated, how would StatT envision complying with such a request?

A. If the Commission were to indicate in an order on APS' Interim Rate Request, for

example, that it seeks to have the 90/10 sharing provision for APS re-evaluated, Staff

would envision complying with that request either in supplemental testimony or in

surrebuttal.

IMPACT FEES AND SYSTEM FACILITIES CHARGE

What aspect of APS' hook-up fees proposal are you addressing?

I

I

Vu.

Q,

A. I address the accounting and ratemaking aspect of APS' line extension tariff modifications

and its "hook-up fee" proposals. The proposed rates that APS has requested for these

items will be addressed in Staff's rate design testimony.

Q,

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

What specific fees is APS proposing?

APS proposes changes to Schedule 3, its line extension tariff; to add a definition to

describe "system facilities" among other things. That component can be referred to as a

System Facilities Charge. APS' redlined version of Schedule 3 is presented in Mr.

Rumolo's Attachment DJR-1 l.

ii

l l
I l
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APS is also proposing an "Impact" or "Hook-up" fee that is described in No. Rumolo's

direct testimony at pages 9-15, APS proposes a new tariff schedule, Schedule 6, presented

in Mr. Rumolo's Attachment DJR-9 for the impact fee.

A.

Q-

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

A.

APS-Proposed Revisions to Line Extension Tariff

Please briefly provide some background and APS' recent expen'ence with a revised

line extension tariff.

In Decision No. 69663, the Commission ordered APS to tile for Commission approval a

rev ised Line Extension Tarif f  that el iminates any &he footage or tree equipment

allowance, and removes any requirement for any economic feasibility analysis in its line

extension policy. On July 27, 2007, APS tiled its proposed revised Schedule 3. On

October 24, 2007, APS tiled an amended version of its proposed Schedule 3 tariff; which

replaced APS' July 27, 2007 filing. Staff agreed with APS' proposed tariff but disagreed

with APS' proposal to account for all payments to be received for new or upgraded service

under Schedule 3 as Other Electric Revenues. On November 28, 2007, Commissioner

Mayes sent a letter to the parties requesting a comprehensive analysis of APS' proposal

for treating the Schedule 3 proceeds as revenue, rather than as Contributions in Aid to

Construction ("CIAC'). On December 20, 2007, APS filed its response to Commissioner

Mayes' letter. On January 29, 2008, Staff tiled its report in response to Commissioner

Mayes' letter. In that report, Staff concluded that the Commission should require APS to

record the Schedule 3 fees as CIAC. On February 27, 2008, the Commission issued

Decision No. 70185, which approved a revised Line Extension Tariff and stated that

Schedule 3 fees paid to APS are CIAC and must be recorded as such.
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1 Q Please discuss concerns that have arisen regarding APS' charging a System Facilities

Charge

Serious concerns have arisen over APS' interpretation of Decision No. 70185. APS had

attempted to charge customers for a System Facilities Charge, which is part of APS

currently proposed Schedule 3. Customer complaints were received by the Commission

concerning the interpretation by APS of how "line and service extension" costs were

determined. (See Attachment RCS-5) In a letter dated September 9, 2008, APS stated,

among other things, that

in an effort to resolve this issue and based on concerns expressed by gtafg we
have agreed that APS will stop collecting the System Facilities Charge under
Schedule 3 at this time and refund the amounts, with interest, that have been
collected from customers since February 28, 2008. The specific methodology for
collecting System Facilities Charges will then be clarified and determined in the
pending APS rate case

17 Q What concerns does Staff have about APS' proposed revisions to Schedule 3?

First, Staff does not view the revisions proposed by APS as "minor changes to Schedule 3

to simplify and clarify the implementation of the schedule" as characterized by APS in

Mr. Rumolo's direct testimony at page 25. Staff views the definition of "system facilities

proposed by APS as a major change to Schedule 3. The addition of a definition for

system facilities" to Schedule 3 is viewed by Staff as essentially a hook-up fee proposal

As a matter of policy, Staff believes that a hook-up fee proposal should be contained in a

separate tariff provision. Staff is concerned that the addition of a System Facilities Charge

to Schedule 3 could have shocking and unpleasant consequences for affected customers

Staff urges caution regarding this APS proposal. It should be implemented only after

careful evaluation, and only based upon a clear understanding of the impacts on affected

customers. The generic docket may present a better forum for that purpose
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iI
i

Q,1

2

8

4

A.

I

r

Are some aspects of the APS proposal to include a definition of "system facilities"

into Schedule3, the line extension tariff, being addressed by other Staff witnesses?

Yes. Staff witness Frank Radigan is addressing the rate design aspects of APS' proposed

incorporation of a "system facilities" definition into the line extension tariii including the

cost support and estimated customer impacts.

J

Q,

A.

What is Staff's position as to whether the customer payments under APS' System

Facilities Charge proposal should be treated as Revenue?

Staffs position is that any fees collected by APS under Schedule 3 are CIAC and should

recorded by APS as such.

Q-

A.

What is Staffs recommendation concerning the System Facilities Charge?

Staff opposes the imposition of the Systems Facilities Charge in this case.

B .

Q-

A.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Impact Fees

Please discuss APS' proposed Impact Fee.

ABS proposes a new Impact Fee, presented in Mr. Rumolo's Attachment DIR-9, which

would be charged to all applicants requesting electric service. The actual fee would

depend on the service entrance size ("SES") that is required to serve the customer. APS

witness Rumolo's direct testimony describes the Impact Fee as follows:

I

21
22
23
24
25
26
27
28
29

The proposed Impact Fee will collect certain growth-related expenses
that are either caused by Schedule 3 or not recovered through Schedule
3. Both contribute to customer growth-related earnings attrition. The
additional growth~re1ated costs used as the proxy for developing the
proposed Impact Fee are: 1) the annual capital carrying cost of the
"tax asset" associated with Schedule 3 CIAC, and 2) the anticipated
increases in operations and maintenance expenses that are customer-
growth related.
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1 Q What amount does APS anticipate its new Impact Fee proposal would produce

APS' tiling indicates that the new Impact Fee would raise as much as $53 million per

year. APS proposes to account for its receipts from the impact fees as revenue. APS

proposes to use the $53 million as an offset against its proposed $79.3 million attrition

adjustment

7 Q Is it necessary to credit impact fee revenue against APS' proposed attrition

allowance?

No. Staff recommends that APS' proposed attrition adjustment be disallowed, as

discussed above in my testimony concerning Staff Adjustment C-1. The APS-proposed

attrition adjustment should be rejected and that rejection is not dependent upon whether or

not "hook-up" fees are approved

14 Q Does Staff have a position regarding how new Impact Fees proposed by APS should

be treated for ratemaldng purposes if the Commission were to direct APS to account

for such fees as Other Operating Revenue

¢

Yes. If the Commission were to direct APS to record the new Impact Fees as revenue

Staff recommends that the Commission should concurrently either order APS to defer

such fees for crediting to ratepayers, or order APS to reduce non-fUel base rates by the

amount of such fees expected to be annually collected

22 Q- Would the imposition of a new "hook-up" fee also be a matter for consideration in

rate design

Yes, If an impact fee is approved and if the Commission determines that it should be

accounted for as Other Operating Revenue, the estimated annual amount resulting from

the new fee should be considered as part of the rate design for APS, and would reduce the
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1 amount of base rate revenue requirement that would need to be recovered through other

2 customer rates.
I
I

4 Q, Has Staff made an illustrative evaluation comparing the accounting and rate impacts

5

6

7

8

9

10

11

12

13

14

of treating a "hook up" fee as revenue versus as CIAC?

A detailed analysis malting a similar comparison (line extension costs related to the

elimination of free footage in APS' Schedule 3) was prepared by James Dittmer, a

consultant to Staff in APS' last rate case. That analysis is presented for ease of reference

in Attachment RCS-6. I have reviewed that analysis and spoken to Mr. Dittmer about this

issue. While that analysis was specifically performed to address the accounting and rate

treatment to be afforded incremental receipts expected to be collected by APS as a result

of eliminating the free footage allowance for line extensions ordered in Decision No.

69663 (i.e., Incremental Schedule 3 receipts), believe the analysis in Attachment RCS-6

can also serve to present a fair comparison of the relative impacts of treating "hook-up"

fees" under the revenue versus CIAC alternatives.15

16

What conclusions can be drawn from the analysis in Attachment RCS-5?

18

19

20

The conclusions reached by Staff in that report and which are most relevant to the

evaluation of accounting/ratemaking treatment of "hook-up" fees as either revenue or

CIAC are summarized below, for ease of reference25:

i
I 21

22
23
24

both accounting/rate proposals will prov ide benefits to existing
ratepayers over the short and long run and will also mitigate to some
extent future rate relief required.

3

A.

z4 e.g., via the System Facilities Charge that APS proposes to be added to Schedule 3 and/or the new Impact Fees that
APS proposes in Schedule 6.
25 See, Attachment RCS-6, which reproduces, foreaseof reference, a Staff Report for Arizona Public Service
Company's Schedule 3 Docket Nos. E-01345A-05-0816, E-01345A~05-0826 and E-01345A-05-0827, by James
Dittmer, consultant, dated January 29, 2008.
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It is reasonable to use a present value analysis both to measure benefits to
customers over the long and short run and to evaluate the ability to
mitigate future rate relief As a general proposition, the extent or degree
to which one methodology will appear to result in more present value
savings to customers depends to a significant extent upon the discount rate
employed to calculate the revenue requirement stream under the two
different approaches.

\

Discounting the revenue requirement streams under the two
methodologies using the Company's before-tax cost of capital (12.07%)
yields a slightly lower net present value of revenue requirements under the
revenue methodology. Utilizing a lower discount rate, such as APS uses
for resource planning purposes (8.0%),  indicates that  the CIAC
methodology results in a lower net present value of revenue requirement
streams. Under the CIAC methodology, customers receive more nominal
dollars of revenue requirement savings 'from the Schedule 3 fees, though
they must wait longer to receive such additional nominal dollar savings.
That is why under a present value analysis, a higher assumed discount rate
tends to show that the revenue methodology is better for ratepayers, while
a lower assumed discount  rate wi l l  tend to show that  the .CIAC
methodology is more advantageous for ratepayers.

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19

20
21
22
23
24
25
26
27
28
29
30
31
32
33
34

If this Commission were to permit APS to record the amounts expected to
be collected to cover the cost of line extensions as revenues (over the
recommendations of Staff to record such fees as CIAC), the amounts APS
initially collects under Schedule 3 should be deferred until APS files its
next rate case, at which time the deferred Schedule 3 revenues should be
credited in the development of APS' retail cost of service. APS argues in
support of  i ts revenue proposal for the Schedule 3 fees that such
methodology is most advantageous to ratepayers. The only way this APS
conclusion could reasonably be considered correct is if retail ratepayers
are credited for all Schedule 3 revenues received from inception of the
Schedule 3 revision.

35

36

37

38

39

As noted above, this type of analysis would be applicable not only to the increased

receipts under Schedule 3 that APS anticipated receiving as a result of eliminating the free

footage allowance for distribution line extensions per Decision No. 69663, but also for the

increased receipts that would be produced by the System Facilities Charge portion of

APS' proposed revisions to Schedule 3 (which Staff views as a "hook-up" fee proposal)
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and to APS' proposed Impact Fees, which would be charged under APS' proposed

Schedule 6.

Q-

A.

What concerns does Staff have regarding APS' Impact Fee proposal?

Staff has concerns over the accounting proposed by APS, as revenue. Staff believes it

would be more appropriate to account for any new impact fees that might be approved, as

a Contribution in Aid to Construction.

Staff believes that any new fees should be implemented with care, and only after careful

evaluation. There is a generic proceeding currently in place at the Commission, Docket

No. E-00000K-07-0052. The generic docket may present a better form for that purpose.

Staff is also concerned regarding the impact on new customers of the new fee.

Q- Is another Staff witness addressing the cost support for, and the rate design aspects

of APS' proposed impact fee?

A. Yes. Staff witness Frank Radigan is addressing issues conCerning the cost support for

APS' proposed Impact Fee. He will be addressing the rate design aspects of such a fee in

his rate design testimony.

Q- Does this conclude your testimony?

i
i
I
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22 A. Yes, it does.
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Attachment RCS-1
QUALIFICATIONS OF RALPH c. SM1TH

Accomplishments
Mr. Smith's professional credentials include being a Certified Financial PlannerTm professional, a licensed
Certified Public Accountant and attorney. He functions as protect manager on consulting proja:ts
involving utility regulation, regulatory policy and ratemaldng and utility management. His involvement in
public utility regulation has included project managermmt and in~depth analyses ofnumerous issue
involving telephone, electric, gas, and water and sewer utilities.

Mr. Smith has performed work in the yield of utility regulation on behalf of industry, PSC Mis, state
attorney generals, municipalities, and consumer groups concerning regulatory matters beforeregulatory
agencies in Alabama, Alaska, Arizona, Arkansas, California, Connecticut, Delaware, Florida, Georgia,
Hawaii, Illinois, Indiana, Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri, New
Jersey, New Mexico, New York, Nevada, North Dakota, Ohio, Pennsylvania, South Carolina, South
Daukota, Texas, Utah, Vermont, Washington, Washington, D.C., Wisconsin, Canada, Federal Energy
Regulatory Commission and various state and federal courts of law. He has presented expert testimony in
regulatory hearings on behalf futility commission stalls and interveners on several occasions.

Project manager in Larldn & Associates' review, on behalf of the Georgia Commission Star; of the budget
and planning activities of Georgia Power Company; supervised 13 professionals, coordinated over 200
inta'views with Company budget center managers and executives; organized and edited voluminous audit
report, presented testimony before the Commission. Functional areas covered included fossil plant O&M,
headquarters and district operations, internal audit, legal, affiliated transactions, and responsibility
reporting. All of our findings and recommend nations were accepted by the Commission.

5

Key team member in the firm's management audit of the Anchorage Water and Wastewater Utility on
behalf of the Alaska Cormnission Staff; which assessed the effectiveness of the Utilitys operations in
several areas;responsible for in-depth investigation and report writing in areas involving information
systems, finance and accounting,affiliated relationships and transactions, and use of outside contractors.
Testified before the AlaskaCommission concerning certain areas of the audit report. AWWU concurred
with each of Mr. Smith's 40 plus recommendations for improvement.

Co-consultamt in the analysis of the issues surrounding gas transportation performed for the law firm of
Cravats, Swayne & Moore in conjunction with the case of Reynolds Metals Co. vs. the Columbia Gas
System, Inc.; draped in-depth report concerning the regulatory treatment at both state and federal levels of
issues such as flexible pricing and mandatory gas transportation.

Lead consultant and expat witness in the analysis of the rate increase request of the City of Austin -
Electric Utility on behalf of the residential consumers. Among the numerous ratemaking issues addressed
was the economies of the Utility's employment of outside services; provided both written and oral
testimony outlining recommendations and their bases. Most of Mr. Smith's recommendations were adopted
by the City Council andUtility in a settlement.

Key team member performing an analysis of the rate stabilization plan submitted by the Souther Bell
Telephone & Telegraph Company to the Florida PSC; performedcomprehensive analysis of the Compares
projections andbudgets which were used as the basis for establishing rates.

Lead consultant in analyzing Southwester Bel] Telephone separations in Missouri; sponsored the complex
technical analysis and calculations upon which the firm's testimony in that case was based. He has also
assisted in analyzing changes in depreciation methodology for setting telephone rates.

l
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I
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Lead consultant 'm the review of gas cost recovery reconciliation applications of Michigan Gas Utilities
Company, Michigan Consolidated Gas Company, and Consumers Power Company. Dratted
recommendations regarding the appropriate rate of interest to be applied to any over or undo collections
and the proper procedures and allocation methodology to be used to distribute any refunds to customer
classes.

Lead consultant in the review of Consumers Power Compares gas cost recovery refund plan. Addressed
appropriate interest rate and compounding procedures and proper allocation methodology.

Project manager in the review of the request by Central Maine Power Company for an increase in rates.
The major area addressed was the propriety of the Company's ratetnaldng attrition adjustment in relation to
its corporate budgets and projections.

Project manager in an mgagernait designed to address the impacts of the Tax Reform Act of 1986 on gas
distribution utility operations of the Norther States Power Company. Analyzed the reduction in'the
corporate tax rate, uncollectiblcs reserve, ACRS, unbilled revenues, customer advances, CIAC, and timing
of TRA-related impacts associated with the Compares tax liability.

Project manage' and expat witness in the detaminatjon of the impalas of the Tax Reform Act of 1986 on
the operations of Connecticut Natural Gas Company on behalf of the Connecticut Department of Public
Utility Control - Prosecutorial Division, Conn ecticut Attorney General, and Connecticut Department of
Consumer Counsel.

Lead Consultant for The Minnesota Department of Public Service ("DPS") to review the Minnesota
Incentive Plan ("Incentive Plan") proposal presented by Northwestern Bell Telephone Company ("NWB")
doing business as U S West Communications ("USWC"). Objective was to express an opinion as to
whether current rates addressed by the plan were appropriate from a Minnesota intrastate revenue
requirements and accountingperspective, and to assist in developingrecommended modifications to
NW B's proposedPlan.

I

Performed a variety of analytical and review tasks related to our work extort on this project. Obtained and
reviewed data and performed other procedures as necessary (1) to obtain an understanding of the
Cornpanys Incentive Plan filing package as it relates to rate base, operating income, reven be requirements,
and plan operation, and (2) to formulate an opinion concerning the reasonableness of current rates and of
amounts included within The Compares Incentive Plan filing. These procedures included requesting and
reviewing extaisive discovery, visiting the Company°s offices to review data, issuing follow-up
information requests in many instance, telephone and on-site discussions with Company representatives,
and frequent discussions with counsel arid DPS Staff assigned to the project.

I
Lead Consultant in the regulatory analysis of Jersey Central Power 8: Light Company for the Department
of the Public Advocate, Diwlsion oRate Counsel. Tasks performed included <x1-site review and audit of
Company, identification and analysis of specific issues, preparation of data requests, testimony, andmoss
examination questions. Testified in Hearings.

Assisted the NARUC Committee on Management Analysis with drafting the Consultant Standards for
Management Audits.

I

1

I
Presented training seminars covering public utility accounting, tax reform, ratemaldng, affiliated
transaction auditing, rate case management, and regulatory policy in Maine, Georgia, Kentucky, and
Pennsylvania. Seminars were presented to commission staffs and consumer interest groups.

I
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I Previous Positions

i
W With Lai'kin, Cnapsld and Co., the Predecessor am to Larkin 8: Associates, was involved priuiarily 'm

:utility regulaaaury consulting, Md also in tax pluming and tax research for businases and ̀ mdiwlduals,
return preparation and reiricw, Md independent audit, review and preparation of financial smementsl.

tax

Ins1aLlled.computa'ized accounting system for a realtymanagementSm.

'Education

Bachelor 0% Science in A&ninisua5on inAccounting, widedisti11c6di, Unive1'si.ty of Micliigurr,Dearborn,
.1979. "

Master of Science in Taxation, Walsh College, Michigan, 1981. Master's thesis dealt withinveariimt tax
creditand property tax on various assets.

Juris Doctor, cum laude, Wayne StateUniversity LawSchool,Detroit,Michigan, 1986. Recipient of
American Jurisprudence Award for academic excellence.

Continuingeducationrequired to maintainCPA licaxse Md CFP® catiiicatc.

Passed al1 parts of CPA examination in first sitting, 1979. Reoéived CPA certificate in 1981 and certified
Financial Planning certificate in 1983. Admitted to Michigan and. Federal bars in 1986;

~Michigm Bar Assodatibn .

Ariierican Bar Association, sections m public utility law and taxation.

Partial list of utility cases participated in:

I

1

79-228-EL-FAC
79-231 -EL-FAC
79-535-EL-AIR
80-235-EL-FAC
80-24-07EL-FAC
U-1933*
U-6794
81-0035TP
81-0095TP
81-308-EL-EFC
810136-EU
GR-81-342
Tr~8l-208
U-6949
8400
18328
18416
820100-EU
8624
8648
U-7236
.U6633-R
U-6797-R

Cincinnati Gas & Electric Company (Ohio PUC) ..
Cleveland Electric Illuminating Company (Ohio PUC) .
East Ohio Gas Company (Ohio PUC)

.Ohio Edison Company (Ohio PUC)
Cleveland Electric Illuminating Company (Ohio PUC) .
Tucson Electric Power Company (Arizona Corp. Commission)
Michigan Consolidated Gas Co. -16 Retiunds (Michigan PSC)
Souther Bell Telephone Company (Florida PSC)
General Telephone Company of Florida (Florida PSC)
Dayton Power & Light Co.- Fuel Adjustment Clause (Ohio PUC)
Gulf Power Company (Florida PSC) .
Northern States Power Co. -.E-007JMi1mcsota (Minnesota PUC)
Southwestern Bell Telephone Company (Missouri PSC))
Detroit Edison Company (Michigan PSC) .
East Kentucky Power Cooperative, Inc. (Kentucky PSC)
Alabama Gas Corporation (Alabama PSC)
Alabama Power Company (Alabama PSC)
.Florida Power Corporation (Florida PSC)
Kentucky Utilities (Kentucky PSC)
East ,Kentucky Power Cooperative, Inc. (Kentucky PSC)
Detroit Edison - Burlington Northern Refund (Michigan.PSC)
DetroitEdison - MRCS Program (Michigan PSC) .
Consumers Power Company -MRCS Program (Michigan PSC)

r

I

1

i

i
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U-5510-R Consumers Power Company - Energy conservationiinance
Program (Michigan PSC) ' . . " .
South Carolina Electric & Gas Company (South CarolinaPSC)
Generic; Worldng Capital Hearing (Michigan PSC)

.Westcoast Transmission Co., (National Energy Board of Canada)
SOuthern Bell Telephone & Telegraph Co. (Florida PSC)

J

.82-240E
7350
RH-I-83
820294~TP
82-165-EL-EFC
(Subtle A)
82-168-EL-EFc
830QI2-EU
U47065
8738
ER-83-206
U-4758
8836
8839 .
83-07-15
81-0485-WS
U-7650
33-662
U-7650
U_6488-R
_U-15684
7395 & U-7397
820013~WS
U-7660
83-1039
U-7802
83-1226

.830465-EI
U-7777
U-7779

.U-7480-R
U-7488-R
U-7484-R

,U-7550-R
U-7477.-R* *
18978
.R-842583
R-842740
850050-EI
16091
19297
.75_187ggAA
&76-l8793AA

.Toledo Edison Company(OhioPUC)
Cleveland Electric Illuminating Company (Ohio PUC) .
Tampa ElectriC Compauiy (Florida PSC) . .
The Detroit Edison Company - .Fermi II (Michigan PSC)
Columbia Gas of Kentucky, Inc. (Kentucky PSC)
Arkansas Power & Light Company (Missouri PSC)
The Detroit EdiSon.cornpany -. Refunds (Michigan PSC)
Kentucky American Water Company (Kentucky PSC)
Western Kentucky Gas Company (KentUcky PSC)
Connecticut Light & Power Co. (Connecticut DPU)
Palm Coast Utility Corporation (Florida PSC) .
Consumers Power Co.. - Partial and Immediate (Michigan PSC)

, Continental Telephone Company of California, (Nevada PSC)
Consumers Power Company - Final (Michigan PSC) ,
Detroit Edison Co., FAC & PIPAC Reconciliation (Michigan PSC)
Louisiana Power & Light Company (Louisiana PSC)
Campaign Ballot Proposals Michigan PSC)
Seacoast Utilities (Florida PSC) . .
Detroit Edison Company (Michigan PSC)
CP National Corporation (Nevada PSC)
Michigan Gas Utilities Company (Michigan PSC)
Sierra Pacific Power Company (Nevada PSC)
Florida Power & Light Company (Florida PSC)
Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company (Michigan PSC)
Michigan Consolidated Gas Company (Michigan PS.C)
Consumes Power Company - Gas (Michigan PSC)
Michigan Gas Utilities Company (Michigan PSC).
Detroit Edison Company (Michigan PSC)
Indiana & Michigan Electric Company (Michigan PSC)
Continual Telephone Co. of the South Alabama (Alabama.PSC)
j Duquesne Light Company (Pennsylvania PUC)
Pennsylvania Power Company (Pennsylvania PUC)
Tampa Electric Company (Florida PSC)
Louisiana Power & Light Company (Louisiana PSC)
Continaital Telephone Co. of the South AlabaMa (Alabama PSC)

.Detroit Edison - Remind -.Appeal of U-4807 (Ingham
County, Michigan Circuit Court)

85-53476AA
ac 85-534785AA Detroit Edison Refund - Appeal ofU-4758

(Ingham County, Michigan Circuit Court) .
. Consumers Power Company - Gas Reiimds (Michigan PSC)
United Telephone Company of Missouri Missouri PSC)
Central Maine Power Company (Maine PSC)

v
I

y

U-8091/U-8239
TR-85- l79* #
85-212
ER-85646001
& ER-85647001 New England Power Company (FERC)
850782-El & 850783-E1 Florida Power & Light Company (Florida PSC)
R-860378 Duquesne Light Company (Pennsylvania PUC).

1
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I

I

'r

I

I

|
I

II
I

Pennsylvania Power C0mpany.(Pennsy]yania PUC)

I

R_850267."
851007-WU
& 840419-SU
G-002/GR-86-160
7195 Gnterim)
87-01-03
87-01-02

E
I

R-860378
3673-
29484
U-8924
Dcicker No. l
Docket E-2, Sub 527*
870853
880069**
U-1954~88-102
T E-1032-88-102
89-0033
U-89-2688-T
R-891364
F.C; 889
Case No, 88/546*

8.7-11628*

.g90319.E[.~
89i345-EI;
ER8811 09121
6531
R0901595
90-10
89-12-05
900329-WS
90-12-018
90-E-1185
R-911966 . .
1.90-07-037, Phase II

a

i
I

I
I

U-1551-90-322
U-1656-91-134
U-2012-91-133
91-174***

u-1551-39402
& U-1551.89_103
Docks No. 6998
.TC-91-040A.and
TC-91-040B

9911030-WS &
911-67;WS
922180
7233 and 7243

Florida Cities Water C€>mp@y (Florida PSC)
Nor hem States Power Company Minnesota PSC)
Gulf States Utilities Company (Texas PUC)
Connecticut Natural Gas Company (Connscticut.PUC)) »
Souther New England Telephone Company
(Connecticut Department of Public Utility Control) .
Duquesne Light Company Surrebuttal (Pamsyivania PUC)
Georgia Power Company (Georgia PSC) . .
Long Island Lighting Co. (New York Dept. of Public Service)
Consumers Power Company- Gas (Michigan PSC)
Austin Electric Utility (City of Austin, Texas)
Carolina Power & Light Company (North Carolina PUC)
Pennsylvania Gas and;Water Company (Pennsylvania PUC)
Southern Bell.Te1ephone Company(Florida PSC)
Citizens Utilities Rural Company, he...& Citizens Utilities
Company, Kinsman Telephone Division (Arizona CC)

, Illinois Bell Telephone Company(Illinois CC) ,
Puget Sound Power& Light CoMpany (Washington UTC))
Philadelphia Electric Cornpany.(Pennsylvania PUC) . -
Potomac Electric Power Company (District of Columbia PSC)
Niagara Mohawk Power Corporation, et ad Plaintiffs, v.
Gulfs-Westem, Inc. et al, defendants (Supreme Court County of .
Onondaga, State of New York)
Duquesne Light Company, et al, plaintiffs, against Gulf+
Weston, Inc.. et al,defenda1nts (Court of the Common Pleas of
Allegheny County, Pennsylvania Civil Division) .
Florida Power & Light Company (Florida PSC) ,
Gulf Power Company (Florida.PSC).
Jersey Central Power & Light Company (BPU)
Hawaiian Electric Company (Hawaii PUCs)
.Equitable Gas Company (PennSylvania Consume Counsel) _
Artesian Water' COmpany (Delaware PSC) . .
Southern New England Telephone CoMpany.(Connedicut PUC)
Souther St8t8sutili1ics, Inc; (Florida PSC)
Souther California Edison Company (California PUC)
Long IslaNd Lighting Company (New York DPS)
Pennsylvania Gas & Water Company (Pennsylvania PUC) .
(Investigation of OPEBs) Departmait of the Navy and all Other
Federal Executive Agencies(Cdifomia PUC)
Southwest Gas Corporation (Arizona CC)
Sun City Water Company (Arizona RUCO)
Havasu Water Company (Arizona RUCO) .
Central Maine Power Company (Department of the Navy and all
Other Federal Executive Agencies) .
Southwest Gas.Corporation - Rebuttal andPGA Audit (Arizona
Corporation Commission) .
Hawaiian ElectriC Company (Hawaii PUC) .
intrastate Access Charge Methodology, Pool andRates

" Local Exchange Carriers AsSociation and South Dakota
Independent Telephone Coalition
General DeVelOpment Utilities - Port Malabar and
West Coast Divisions (Florida PSC) , `
The Peoples Natural Gas Company. (Pennsylvania PUC)
Hawaiian Nonpmsion Postretiremmt Benefits (Hawaiian PUC)

1
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1

I
I.
I

Me1ropolitah Edison Company(Pennsylvania PUC)
Pennsy] vania American Water. Company (Pgmnsyl Vania PUC)

R-00922314
&.m-9203130000
R00922428
.E-l032-92-083 &
U-1656-92-183

I

92-09-19
E4032-92-073.
UE-92-1262
92-345
R-932667
U-93-60**
U493-50**
U-93-64
7700
E-l032-93.,111 &
U~1032-93-193
R-00932670
U-151Q4-93-16w
E-I032-93-169
7766
93-2006-GA-AIR*
94-E-0334
94-0270
94-0097
PU-314-94-688
94-12;005.Phg5e I
R-953297
95.03-01
95-0342

. 94-996-EL-AIR
95-1000-E

..Non-Dqckcted
Staff Investigation .
E-.1032-95-473
E;1032-95_433

GR-96-285
94-10-45
.A.96-08-001 et al.

96-324
96_08-070, et al.

97-05.12
R-00973953

3
I .16705

E-1072-97-067
Non-Docketed
Staff Investigation

97-65

Citizens Utilities Company, Aw Fda W ater Dhdsion .
(Arizona Cctrpura1ioo.Cc»;lunmission) .. .
Souther New England Telqhale Company (Connecticut PUC) .
Citizens Utilities Company (Electric Division), (Arizona CC) .

Puget Sound Pofwa and Light Company (Washington UTC)).
Central Maine PoWer Company (Maine PUC) . . .
Pennsylvania Gas & Wate' Company (Pennsylvania PUC)
Matanuska Telephone Association, Incl (Alaska PUC)
.Andxorage Telephone Utility (Alaska PUC)

. PTI Conununicatims (Maser PUC)
. Hawaiian Electric Company, Inc. (Hawaii PUC)

Citizens Utilities Company - Gas Division
(Arizona CorpaatiOn.Couunnissicn . .
Pennsylvania Wata'Counpany (PennsylvaNia PUC) .
Sale ofAssas CC&N id Conte] of the West, Inc. to .
CitiZms-Utilities CoIniaauy (Arizona Corporation Coniinisdon)
Hawaiian Elec\ric.Coin:pany, Inc. (Hawaii PUC)..
The East Ohio Gas Counpacny(Ohio PUC) .
Consolidated Edison Company (New York DPS) .. ,
Into-State Watt' Company (Illinois Commerce Commission) .
Citizens Utilities Comply, Kauai ElectricDivision (Hawaii PUC)
Application for Transfer ofLoal .Exchanges (NOrth Dakota PSC)
Pacific Gas & Electric Compauiy (California PUC) .. .
UGH Utilities, Inc. - Gas Division (Pgmgy1vBni8 PUC) .
Southern Neff England Telephone Conipacuy (Connecticut PUC)

. Consume' Illinois Wata, Kankakee Wat: Dian-ict (Illinois CC) .
Ohio Power Company (Ohio PUC) . ...
South Carolina Electric & Gas Company (South Carolina PSC)
Citizens Utility Colnrpany - Arizona TelephOne Opaatiais

. (ArizOna CorporatioN Commission) .
Cifi2=\S Utility Co. _ Norllian Arizona Gas Division (ArizOna Qc)
Citizens Utility Co..- ArizoNa Electric Division (Arizona CC) .

. Collaboucatiye Ratanaldng Process Columbia Ga of Pennsylvania
(Pamsylvmia PUC) . . . .

Gas Energy PSC) . .
Southern New England Telephone Company (C¢mnecticut.PUC)
California Utilities' AppliCaftions to Identify Sunk Costs ofNm-
Nuclear Genualzim Assets,& Transition Costs for Electric Utility
Restructuring, &Consolidated.Proceedings (California PUC)
Bell Atlantic - Delaware, Inc.(Delaware PSC)
Pacific Gas & Electric Co., Southern California Edison Co. and
San Diego Gas & Electric Cornpamiy (California PUC)
Connecticut Light & Power (Connection PUC)
ApplicationofPECO Energy Company for Approval of its
Restzructuring Plan Under Section 2806of the Public Utility Code
(Pennsylvania PUC) .
Application ofDelman)a POwer &.Light Co. for Application of a .
Cost Accounting Manual and a Code of Conduct (Delaware PSC)
Energy Gulf States, Inc. (Cities Steering Committee)

Southwestern Telcphone.Co. (Arizona Corporation Commission)
Delaware - Estimate Inman ofllnivasal Services Issues
(Delaware PSC) ~

x
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I

1

|.

pU-314-97_12
1 97-0351
197-8001

I

I

U~0000-94-165

1
.

.US West Communications, Inc. Cost Studies (North Dakota PSC) ,
Consumer Illinois Water Company (Illinois CC) . . . . . .
Investigation of Issues to be Considered as a Result of Restructuring of Electric

. IndUstry (NeVada PSC) ` .
Generic Docket to Consider Cornpetiiion in the Prow'sion

; of Retail.EleCtricService (Arizona Coirporration CoMmission)
19s-05-006-phase17 .San Diego Gas & Electric Co., Section 386 costs (California PUC)
9355-U . Georgia.Power CompanyRate Case (Georgia PUC). 1
97-12_020 .4 Phase I Pacific Gas & Electric Company (California PUC) ...

Lu-98-56, U-98-60, Investigation of I998 mewtate Access charge filings
.. 1 U-98-65, U-98-67 . _(AlaSka PUC). . .

(U-99;66, U-99-65, 5 Investigation of 1999 intrastate Access Charge tiling
U-99-56, U-99-52) . (Alaska PUC)
Phase II of97-sccc-149-GIT - . . ,

. Southwestern Bell Telephone Company Cost Studies (Ka1nsas.CC) .
PU-814-97-465 . . US West Universal Service Cost Model (North Dakota PSC)
Non-docketed Assistance Bell Atlantic -Delaware, Inc., Review of New Telecomm.

9

Contract Dispute

Nongdockéied Ptojed
,Non-docketed

Project
E-1032-95-417

T-105113-99-0497

T-01051B-99-0105
A00-07-043
T-0105 IB-99-0499
99-419/420
PU314-99-119

98-0252

00-108

1u.028
Non4Docketed

.00-11-038
00-11-056
00-10-028

I
I 98479

i
99-457

99-582

99-03-04

andTaritTFilings (Delaware PSC) .̀
City of Zeeland, M] - Water Contract with the City ofHol]and,
(Before an arbitration panel) . . ,
City of Danville, IL - Valuation of Water System (Danville, IL)
Village of UniversityPark, I L - Valuation ofWatcr and
Sewer System (Village of University Park, Illinois)
Citizais Utility Co., Maricopa Water/WaStewater Companies
et al. (Arizona Corporation Commission) .
Proposed Merger of the Parent Corporation of Qwest . .
Communications Corporation, LCI International Telecom Corp.,
and US West Coinmunications, Inc. (Arizona CC)
US West Communications, Inc. Rate Case (Arizona CC)
Pacific Gas & Electric - 2001 Attrition (California PUC)
US West;lQuest Broadband Asset Transfer (Arizona CC)
US West, Inc. Toll and AcceSs Rebalancing (North Dakota PSC)
US West, Inc. Residential Rate Increase and Cost Study Review
(North Dakota PSC
Ameritech - Illinois, Review of Alternative Regulation Plan
(IllinOis CUB)
Delmarva Billing.System Ihvestigatim (DelawarePSC)
Matanuska Telephone Association. (Alaska PUC) ,

» Management Audit and Market Power Mitigation Analysis of the
Maged Gas System Operation of Pacific Enterprises and Enova
Corporation (California PUC).
Southern California Edison (California PUC)
.Pacific Gas & Electric (California PUC) . .
:The Utility Reform Network for ModificatiOn of Resolution E-

3527 (California PUC)
Delmarva Power & Light Application for Approval omits Electric
and Fuel Adjustments Costs (Delaware PSC)
DelawareElectric Cooperative Restructuring Filing(Delawae
PSC)
Delmarva POwer & Light db Conectiv Power Delivery. . .
Analysis of Code of Conduct and Cost' Accounting Manual (Delaware. PSC)
United Illuminating Company ReCovery of Stranded Costs ,
(Connecticut acc)
Connecticut Light & Power (Connecticut OCC)

I

99-03-36
Civil Action No.
98-1 l 17 Wes 't Penn Power Company vs. PA PUC (Pennsylvania PSC)

I
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I

I
n

I
I

Case No. 12604
Case No. 12613
4165 l
13605-U
14000-U
13196-U

Non-Docketed

Non-Docketed

i

Application No.
99~01-016,

Upper Peninsula Power Company (Michigan AG)
Wisconsin Public Service Commission (Michigan AG)
Nor hem Indiana Public Service Co Overeamings investigation (Indiana UCC)
Savannah Electric & Power Company - FCR (Georgia PSC)
Georgia Power Company Rate Case/M&S Review (Georgia PSC)
Savannah Electric & Power Company Natural Gas Procurement and Risk
Management/Hedging Proposal, Docket No. 13196-U (Georgia PSC)
Georgia Power Company 8: Savannah Electric & Power FPR
Company Fuel Procuretnmt Audit (Georgia PSC)
Transition Costs ofNevada Vertically Integrated Utilities (US Department of
Navy)
Post-Transilion Ratemaking Mechanisms for the Electric Industry
Restructuring (US Department of Navy)

Phase I
99-02-05
01-05-19-RE03

I

G~01551A-00-0309

00-07-043

Connecticut Light & Power (Connecticut OCC)
Yankee Gas Service Application for a Rate Increase, Phase I-2002-IERM
(Connecticut OCC)
Southwest Gas Corporation, Application to amend its rate
Schedules (Arizona CC)
Pacific Gas & Electric Company Attrition & Application for a rate increase
(California PUC)

97- 12-020
Phase II
01 - l0- 10
1371 I-U
02-001
02-BLvT-377-AUD
02-S&TT-390-AUD
01 -SFLT-879-AUD

Ol-BsTII-878-AUD

Pacific Gas & Electric CompanyRate Case (California PUC)
United Illuminating Company (Connecticut OCC)
Georgia Power PCR (Georgia PSC)
Verizon Delaware §27l(Delaware DPA)
Blue Valley Telephone Company AuditJGeneral Rate Investigation (Kansas CC)
S&T TelephoneCooperative Audit/Genaal Rate Investigation (Kansas CC)
Sunflower Telephone CompanyInc., Audit/Galeral Rate Investigation
(Kansas CC)
Bluestem Telephone Company, Inc. Audit/General Rate Investigation
(Kansas cc)

p404, 401, 520, 413
426, 427, 430, 4211
CI-00-712

U-01 -85

U-01 -34

U-01-83

U-01-87

96-324, Hmase 11
03-WHST-503-AUD
04-GNBT-130-AUD
Docket 6914

Sherburne County Rural Telephone Company, db as Connections, Etc.
(Minnesota DOC)
ACS of Alaska, db as Alaska Conununicatims Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of Anchorage, db as Alaska Counmttnications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of Fairbanks, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of the Northland, db as Alaska Communications Systems (ACS), Rate
Case (Alaska Regulatory Commission PAS)
Verizon Delaware, Inc. UNE Rate Filing (Delaware PSC)
W'heat State Telephone Company (Kansas CC)
Golden Belt Telephone Association (Kansas CC)
Shoreham Telephone Company, Inc. (Vermont BPU)

!



Schedule Description Pages Note
Revenue Requirement Summa Schedules

A Calculation of Revenue Deficiency Sufiiciensy 3

A- l Gross Revenue Conversion Factor 1

B Adjusted Rate Base 1

B. I Summ ofAdiustments to Rate Base 2

C 0 .Adjusted Net eating Income 1

C.l ISumma of Net O rating Income Adiustrnems 3

D Capital Structure and Cost Rates 1

Rate Base Adjustments

B-1 Post-Test Year Plant Additions
,r l

B-2 Correction to RCND Amounts l

B~3 Accumulated Deferred Income Taxes - Account 190 1

B-4 | »Cash Working Capital for eating Expenses Lead Lag Study 2

B-5 YuccaPlant Units 5 & 6 1

Net Operating Income Adjustments

C- I Attrition Adjustment 1

C-2 .A<ivertising Exp ense 1

C-3 Incentive Compensation l
C-4 » .Stock-Based Com nation 1

C-5 (SERP)Sunplemenial Excess Bench! Retirement Prou 1 I 1

C-6 Nonxecuning Executive Hiring Expenses 1

C-7 Injuries and Damages I

C~8 »D recition and Prope Tax Expense Related to Post-Test Year Additions 2

,c -9 |D recition and Prop Tax Expense Related to Yucca Units 5 and 6 l
C-10 H Costs.orgamzau¢na1 Redesi 1

C-11 Gain on Sade of Windsor Substation Land Swap 1

C- I2 |Lobe `ngEx esc 1

C-13 ionizationInterest S 1

c -14 Gains on S02 Allowances l

C-15 Base Fuel and Purchased Power l

C-16 EdisonElectric Institute Dues 2

c-17 I IeciationE elseD l

C-18 I.LegalE else l

C-19 Fly Ash Sales 1

Total Pages, Including Content Listing 40

Attachment RCS~2
Staff Accounting Schedules

Accompanying the Direct Testimony of Ralph C. Smith
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Arizona Public Service Company
Computation of Increase in Gross Revenue Requirement

Docket No. E-01345A-08-0172
Schedule A
Page 2 of 3

I
E
I

Fair Value Rate of Return Alternatives
Test Year Ended December 31 , 2007
(Thousands of Dollars)

Line
No. Description Reference

Staff
Alternative 1

Fair
Value

(A)

Staff
Alterative 2

Fair
Value

(B)

.
I 1 Adjusted Rate Base Sch. B $ 7,386,552 s 7,386,552

2 Rate of Return Sch. D 6.16% 6.58%

3 Operating Income Required $ 455,012 s 486,035

4 Net Operating Income Available Sch. C s 300,506 s 300,506

5 Operating Income Excess/Deficiency $ 154,506 $ 185,529

6 Gross Revenue Conversion Factor Sch. A-1 1.6525 1.6525

7 Revenue Deficiency (Sufficiency) $ 255,321 $ 306,586

8 Increase over column A $ 51,265

9
10
11
12
13

Components of Total Rate Increase
Base Rate Increase
Fuel Related Increase in Base Rates
Total Base Rate Incense
Fuel Related Increase
Total Rate Increase Requested

s
$
$
s
$

103,797
11,436

115,233
140,088
255,321

$
$
s
s
$

155,062
11,436

166,498
140,088
306,586

14
15
16

Percentage Increase Over Current Rates
Revenue &om Sales to Ultimate Retail Cl
Percentage Increase - Net ofPSA
Percentage Increase - Total

Sch c, L.1
L.ll /L.l4
L13/L.l4

$ 2,637,447
4.37%
9.68%

s 2,637,447
6.31%

11.62%

Notes and Source
Lines 1, 4 and 6: See Schedule A, page 1, Columns C and D.
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Arizona Public Service Company
Revenue Requirement Reconciliation
Test Year Ended December 3 I, 2007

Docket No. E-01345A-D8-0172
Sclmdule A
Page 3 of 3

r
(Thousands ofDollars)

Equivalent
Revenue

Requirement
t

No. Description Schedule Adjustments
Conversion

Factor

A-l
0.28%
1 .6525

0.460960%
s 5.359.964 (24,707)

8.58%
14.18%

s (45,207) (6,412)

I

1
2
3
4
5
6
7
8
9
10
11

B-3 (2,132)

14.18%
14.18%
14.18%

(1,590)
(8,075)

14.18%
14.18%
14.18%

(226)
(1,145)

B-6
12
13
14
15 s

(57,003)
5,302,961

s 203.112

48.074 (79,442)

16
17
18
19
20
21
22
23
24
25

1.65250
1.65250
1.65250
1.65250
1.65250
1.65250
l .65250

(11,944)
(5,551)
(5,116)

(209)

1.65250
26

(2,112)

(30l )

(379)
(1,370)
(6,395) I

19.597

I .65250
l .652S0
l .65250
1.65250
1.65250
L65250
I _65250
L65250
l .65250
1.65250
1 .65250

(32,385)

(7,526)
(120)

(1,132)

1

I

I

27
28
29
30
31
32
33
34
35
36
37

38

I

E

I

1.65250
1.64910
0.00340

s 271.781

s
J

3 9
4 0
41
4 2
43
4 4
4 5
4 6
4 7
4 8

Rate of return difference
Staff GRCF
Rate Base
Original Cost Rate Base per APS' Filing
Staff ROR
StaffROR x GRCF
Effect of Staff adjustments to Rate Base
Post-Test Year Plant Additions
RCND For Plant-Related Accumulated Deferred Income T
Accumulated Deferred Income Taxes
Cash Working Capita) for Operating Expenses - Lead
Lag Study
Yucca Plant Units 5 &6
Pos1~Test Year Construction Work in Progress
Total StaffOT'iginal Cost Rate Base Adjustments
Staff Adjusted Odgluad Cost Rate Base

Net Operating Income
Net Operating Income per APS' Filing
Effect of Staff Adjustments on NOI
Attrition Adjustment
Advertising Expense
Incentive Compensation
Stock-Based Compensation
Supplemental Excess Bereft Retirement Program
Non-recurrNzg Executive Hiring Expenses
Injuries and Damage
Depreciation and Property Tax Expense Related to Post
Test Year Plant Additions
Depreciation and Property Tax Expense Related to
Yucca Units 5 &6
Organizational Redesign Costs
Gain on Sale of Windsor Substation Land Swap
Lobbying Expense
Interest Synchronization
Gains on S02 Allowances
Base Fuel and Purchased Power
Edison Electric Institute Dues
Depreciation Expense
L=x»1 Expense
Fly Ash Sales
Total Staff Adjustments to Operating Income
Staff Adjusted Net Operatlng Income

Gross Revenue Conversion Factor DitTerence
Per Staff
Per Company
Difference
Company adjusted NO! dcticiaxcy
GRCF difference
STAFF REVENUE REQUIREMENT ADJUSTMENTS IDENTIFIED ABOVE
Company requested Base Rate Revenue Increase
Reconci\ed Revenue Requirement
Revenue Requirement Calculated on OCRB
Unidentified Difference

(I92,814)

255.380
255.291

89

I

E



Arizona Public Service Company
Computation of Gross Revenue Conversion Factor

Docket No. E-01345A-08-0172
Schedule A-I
Page l of I

» Test Year Ended December 31, 2007

I

I

I

Line
No.

Company
Description

Staff
Proposed

(B)(A)
4
1
a

I

1

l GrossRevenue 100.00% 100.00%

2 less: Uncollectible Revenue 0.21%
I

3 Taxable Income as a Percent 99.79%

4 Less: Federal Income Taxes 32.65% 32.58%
4

5 Taxable income as a Percent 67.35% 67.21%

6 Less: Stat: Income Taxes 6.71 % 6.70%

7 Change in Net Operating Income 60.64% 60.51%

8 Gross Revenue Conversion Factor 1.6491 1.6525
d

9 Combined svatc and federal income tax rate 39.36%» 39.36%
! L l

Notes and Source
ColA: APS Filing, Schedule C-3
Col.B' Staff included the uncollectible me of .2l% used by APS in its pro forma Bad Debt Expense adjustment

Components of Revenue Requirement Increase ($000's)
Percent

Net Income
Federal Income Taxes
State Income Taxes
Uncoliectibles
Total Revenuekucrease

s
s
s
s
s

Amount
154,486
83,179
17,094

53 l
255,290

ha

60.51%
32.58%
6.70%
0.21%

100.00%

I

i
I

I

I
I
I

I
|
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Arizona Public Service Company
Adjusted Net Operating Income
ACC Jurisdictional
Test Year Ended December 31, 2007
(Thousand of Dollars)

Docket No. E-01345A-08-0172
Schedule C
Page I of I

Line
No. Description

As Adjusted
by APS

(A)

Staff
Adiusunents

(B)

As Adjusted
by Staff

(C)

2,637,4471

2

3

4

Operating Revenues
Revenues From Base Rates
Revenues From Surcharges
Other Electric Revenues
Total Operating Revenues

$
$
$
S

94,461
2,731,908

s
s
s
$

504
504

S 2,637,447
$ _

s 94,965
$ 2,732,412

J

5
6
7
8
9
10

Gperating Expenses
Electric Fuel and Purchased Power
O&M Excluding Fuel Expenses
Depreciation & Amortization
Income Taxes
Dther Taxes
Total Operating Expenses

s
s
$
$
$
$

1,200,220
827,598
345,176
28,234

127,568
2,528,796

s
$
$
$
$
$

(32,317)
(110,348)

(9,474)
56,834
(1,585)

(96,891)

$ 1,167,903
$ 717,250
$ 335,702
s 85,068
$ 125,983
s z,431,905

l l Net Operating Income s 203,112 $ 97,394 $ 300,506

Notes and Source
Col. A: APS ScheduleC-1, page 2 of f
CoL B: Staff Schedule C.l
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Arizona Public Service Company
Capital Structure & Cost Rates

Docket No. E-01345A_08-0172

Schedule D
Page 1 of l

Test Year Ended December 31 , 2007

Line
No. Capital Source

Capitalization
Amount Percent

Cost
Rare

Weighted Avg.
Cast of Capital

ar

I

II
I
2
3
4

APS - Proposed
Short-Texm Debt
Long-Tenn Debt
Common Stock Equity

Total Capital

s
s
$

2,886,741
3,360,185
6,246,926

46.21%
53 .79%

100.00%
- - - - _ - - -

5.77%
11.50%

0.00%
2.67%
6.19%
8.86%

5
6
7
8

ACC Stzil' - Proposed
Short-Term Debt
Long-Term Debt
Common Stock Equity

Total Capital

s
s
s
s

2,886,741
3,360,185
6,246,926

46.21%
53.79%

100.00%

5.77%
l.1_00%

0.00%
2.67%
5.92%
8.58%

9 Difference -0.28%

10 Weighted Cost of Debt 2.67%
al

l l
12
13
14
15

0.00%
33.18%
38.62%

0.00%
5.77%

11.00%

0.00%
1.91%
4.25%

s
s

28_20*/,
100.00%

0% rel 0.00%
6.16%16

ACC Staff - Proposed Fair Value Rate of Return - Alterative 1
Sham-Tam Debt s -
Long-Term Debt $ 2,450,529
Common Stock E¢l\1i¥>' s 2,852,432

Capital financing OCRB S 5,302,962
Appreciation above OCRB
not recognized on utility's books
Total capital supporting FVRB

2,083,591
7,386,553_ .

-

17
18
19
20
21

0.00%
33.18%
38.62%

0.00%
5.77%

11.00%

0.00%
1.91%
4.25%

s
s

28.20%
l 100.00%

1.50% [b] 0.42%
6.58%22

ACC Staff - Proposed Fair Value Rate of Return - Alterative 2
Short-Term Debt S -
Long-Term Deb: s 2,450,529
Common Stock Bquiw s 2,852,432

Capital financing OCRB S 5,302,962
Appreciation above OCRB
not recognized on utility's books
Total capital supporting FVRB

2,083,591
7,386,553

-#HIM

Notes and Source
Lines 11-15, Col.A°

23 Fair V8ll.\c Role Base s 7,386,552 Schedule A
24 Original Cost Rare Base s 5,302,961 Schodulc A
25 Difference s 2,083,591

Difference is appreciation afFair Value over Original Cost that is not wcognizai
on the utility's books.

[4 The appreciation of Fair Value over Original Cost has not been recognized on the utility's books.
Such off-book appreciation has not been Financed by debt or equity capital recorded on the Utility's books.
The appreciation over Origins\ Cost book value is therefore recognized for cost of capital
purposes at zero cost.

\
l

i

I
I

Lb] Per Staff witness David Parcels

E
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LINE

Axinma Public. SenIle: Cvmww
Cub Working apical WE Cpuzling Expenses Lad Lag Sbxdy
151  Yczr  emu  Dmnbq  a l .  21107

DESCRIPT ION

1,151,392,061

ORI GI NAL
A M O U N T

( A)

z21.3\o,1zs
4674149,260
13,3119,516

s,o4a_uoo
902,s74

763,319,848 <zo,osl,3s7)

m , s 1 z , m
-34,736,004

1101661,5T7
29,496,669

38s,oo2,z\J

37,172,125
12,521,128
50,394,453

(2(I,05B,J§7)

uz.1.s9,021)

(l2.?.59,021)

( n g : 7 , J 7 l )

PRO
F O R M A

( B)

o

A r r u n n
A M O U N T

1,119,674,683

zz: ,J119,716
44z_zso.9o:

23,389,835
5,041,coo

sna,s14

210,313,950
(34~735~°°4)
I1o .6s l ,s77

29,496,669
115,743,191

743,111,491

371871,125
1z,s22,12x
541,394,453

REVENUE
L A G

D A Y S
( D)

8 1 7 9 7 6
n e w s

uooooo
31.17076
J 1 1 7 0 7 l

aooooo
38.17076

Ja.17075
0.08000
o.oooo0

31.17076

EXPENSE
L A G

D A Y S
( E)

o. 00000
7619!5  I

36.14700
0.00000
0.00000

33.04435

:4.941 I I
41.80915

0.08000
14.4B095
13.94757

N E T
L A G

D A Y S
(F )

0.00000
-38.12275

3.7.2965
- S i m s
9.08900

1165981
14.21319

L32J76
0.00000
Qgq000
0.GI64 I

Dada NO. B.4m4sA-ua-0172
SchMidt: BE
Page I ol 'l

c c
FACTOR

(G)

i

musts
~0.0l545
nncuao
o.owo
numsw

o.ooooo
-o. H0445

0.00863
0.00000
0.00000
0.00024

wo Rx n wG
CAPI T AL

n e o u m z m s r r r
( H)

|,9sx,600
( 6 3 3 , 3 9 4 )

0
311,291

a s , m

o
|l 1307,957)
(I,307,9§7)

(4 ,ss l ,96s)

9a1,z40
0
o

1,o79
988,319

(l7,J9l,2.65)
(s,4Js,ooo)

( l . z 1 1 , : s a )

m 7 o 7 s
8 .1 7 0 7 6
:a . l7075
31.17076
38.17076
11.17076
31.17076
3lJ 'l(yf6
35.11076

11.6998 I
-x14,az9z4

. l1.1 I as z
zs.5so1s
26.39651
8.53076

27.6241 I
6 1 2 5 1 5 1

- T u 6 0 4  l
o.oouno
0.09000
1.45076

0.06490
-a47761
0.04154
o . 0 m z
0.07112
o n u s
o s s a
o. I1055

»0. 19770
0.00090
0.011800
0110945

287,12¢}L20*9
15,074,490
32,510,715
3s.507,m6
11,314,598
'lZ,7)0,Zl3
5 g 6 u w
1,551,341

4s,1ls,oe5
4,575i722
8,671,658

I60,146,741
7 | o , o ' / 1 , m

(991,549)
(BI ,T7] ,0 l2 )

(113,s ls ,s \4)

187,120,2D9
1 , 6 u , 2 z s

27,08§l715
Jl,§07,D56
10,167,210
72,730,113

5,161,3D0
1,6s1.34:

4s,1xs,osa
4,575,722
7 7 m, a u 9

11.173,736
596 ,76 I ,8J

0.90000
0.00000

J l1 7 0 7 6

I4.49095
2 I2.59090
s s . m z a

962090
l l .774z4
29540119
1054665

. z 4 . o s n l
I10.11 I I I

:Monaco
uouooo

34.72000

11,579,532
(J,669,5!5)
(1,:14,741)
3,011,522
1,454,153
1,720,c10

398.705
l J 0 5 , l 0 7

(9 ,05 l ,70 l )
o
0

679,297
13,211752
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Arizona Public Service Company
Gains on SO2 Allowances

Docket NO. E-01345A-08-0172
Schedule C-14
Page 1 of 1

Test Year Ended December 31. 2007

No. Description

Company
Amount

Jurisdictional
Amount

(B)

Reference

1
2
3

Normalized Gains on SO2 Allowances
Test Year Gains on Disposition of Allowances
Adjustment to Gains on S02 Allowances

s 7.220.981
s 339.353
s (6,881,628)

s 7,044,934
s 331,080
$ (6,713,854)

Notes and Source
A: Per APS' response to Staff 4.12 and calculated below

Gains ham
Disposition of

S02 Allowances
Account411.8

Gain on
Disposition of

Property
Account 421 . I Account 107

s
137.398

3.960.664 s 4,636,025 s 4,636,025
s 137.398
$ 13,232,714

s $ 7,675,893 s 7,675,893 s 21,863,333
s 339.353
$ 36,104,905$

6,511,547
339.353

11.481.069 $12,311,918 s 12,311,9189

10
11

Total

Normalize over 5 years
Normalized gains flam SO2 allowances $ 7.220.981

12 Compare: 3 year average, 2005-2007 s 7,578,264

Account 421. 1 Account 107 Total

B: ACC jurisdictional amount is based on APS' response to Staff 26.2, as calculated below
Gains from Gain on

Disposition of Disposition of
S02 Allowances
Account 411.8

(G
134.048

3,864,103
13
14 s s 4,522,999 s 4,522,999

s 134.048
s 12,910,101

16 $ 6,352,795 $ 7,488,755 s 7,488,755 s 21,330,305

s 11,201,160 s 12,011,754 $ 12,011,754 s 35,224,66818

19
20

Total

Nonnalize over 5 years
Normalized gains &om SO2 allowances $ 7.044.934

21 Compare: 3 year average, 2005-2007 $ 7,393,506
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Edison Electric Institute

Schedule of Expenses by NARUC Category

For Core Dues Activities

For the Year Ended December 31. 2005

Docket No. E-01345A-08-0!72

Schedule C-16

Page 2 off

%of Recommended
DisallowanceNARUC Operating Expense Categorv

Legislative Advocacy 20.38% 20.38%

Legislative Policy Rescaxch

Regulatory Advocacy 16.49% 16.49%

Regulatory Policy Research 13.99%

Advertising 1.67%

Marketing 3.68% 3.68%

utility Operations and Engineering 11.31%

Finance,Legal, Planning andCustomer Service 18.759

Public Relations 7.71% 1.71%

Total Expenses 100.00% 49.93%

Comments
The above percentages represent expenses associated with
EEl's Coledues activities,based on the operating expense
categories establishedby NARUC. Coreexpenses are those
expensespaid for by shareholder-owned electric utilities' dues

The legislative advocacy pecan will dita slightly for IRS
reporting nquiremcms. For 2005, the lobbying % for IRS
reporting is 19.4%

Administrative expenses are induced in the percentages listed
above. Approximately ll% of BETs core dues expenses are
administrative
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Arizona Public Service Comrpvany
Fly Ash Sales

Docket No. E-0l345A-08-0172
Schedule C-19
Page I of I

Test Year Ended December 31, 2007

No. Description Account Amount
Normalized

Amount Ad

1
2
3

Total APS
Fly Ash Sales - Four Comets and Navajo
Fly Ash Sales - Cholera
Revenue firm Fly Ash Sales

s
s
s

824,074
1,515,302
2,339,376

s 782,812
s 2,705,875
s 3,488,687

s
s
s

(41,262)
1,190,573
1,149,311

4
5
6

APS Ju risdictional
Fly Ash Salas - Four Comers and Navajo
Fly Ash Sales - Cholla
Revenue from Fly Ash Sales

s
s
s

803,982
1,488,481
2,292,463

$ 763,726
s 2,657,981
s 3,421,707

s
s
s

(40,256)
1,169,500
1,129,244

Notes and Source
Per APS' response IDstaff 23.5 and Staff 26.6

Increase per ton for Cholera
7 Per new contact signed April l, 2008
8 Prior to new contract
9 Percentage increase

10 Increase factor

78.57%
1.7857

11 Cholera 2007 fly ash sales revenue
12 Increase factor
13 Nonnalized Cholla fly ash sales revenue

Total APS
s 1,515,302

1.7857
$ 2,705,8r/5

Col.B.L.2

ACC Junks
s 1,488,481

1.7857
$ 2,657,981

L5
Decrease per ton for Four Corners

14 Per new contract signed April 1, 2008
15 Prior to new contract
16 Percentage increase
17 New price per ton as a percentage of old price

10.71%
89.29%

Juris. Factor
0.97561918 Four Comets 2007 fly ash sales revenue

19 Decrease factor
zo Normalized Four Corners Dy ash sales revenue
21 Add: Navajo fly ash sales revenue
22 Total normalized fly ash sales revenue, Account 5010

Total APS
s 385,269

89.29%
344,007
438.805

s
s 0.975619

ACC Juris
s 375,876

89.29%
335,620
428,106
763.726

s
s
s

L.1

Percent

Account 5010 breakout by plant (per APS]3513)
23 Four Camas
24 Navajo
25 Total

26 Tool per Apsl35l4
27 Unidentified difference between Aps135l3 and Apsl3s14

s
s
s

s
S

385,269
438,805
824.074

824,074

s
s
s

s

246,430
439,470
685,900

685,900

s
s
s

(138,839)
665

(138,174)

36.0%

28 APS jurisdictional for Account 5010
29 APS total for Account 5010
30 Juriscitional percentage for Account 5010

s
s

803,982
824,074
0.975619

i

I
Account 5020 change from 2007 to 2008 (per APS13514)

31
32
33 Change from 2007 ro 2008 - s

34 Percentage change from 2007 to 2008

2007
2008

APS Share ACC Juris
S 1,515,302 S 1,488,481
s 5,189,301 s 5,097,456
$ 3.674.005 s 3,608,975

242% 242%
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TEP  Emm KAK-1 1 _
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Katereg 2007 Depredation Rate Study No 1 75

UNSE Exhibit REW-2
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Sta!!23.9 useExL No 1 77
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ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FOURTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NOVEMBER 18, 2008

Attachment RCS-3
Docket NO. E.01345A.05.0172
Page 2 of 137

Staff24.1 Base cost of fuel. Mr. Ewen's testimony at page 22 explains how the pro
forms proposed by APS for fuel expense and off-system margins are.
developed using the Company's production cost simulation tool RTSim.
At page 22, lines 14-16, he states: "Most importantly, the estimated fuel
expense is based on the March 31, 2008 forward curve for natural gas and
power prices and the corresponding valuation of the Company's hedges.
(a) Please provide an update of Mr. Ewen's Attachment PMB-4, page 2 of
2, and his workpapers at PME_WP9 using (1) the Company's most current
revised native load sales forecast and (2) the company's currently
contracted fuel and purchase power prices. Where forward curves are
used to price fuel and purchased power, please use market prices as of
10/31/08 (or more current if available) and also reflect the native load
hedge liquidation margin as of the same date as much market prices. (b)
Please provide an upgrade of Mr. Ewen's Attachment PME-4, page 2 of 2,
and his workpapers at PME_WP9 using (1) the CompaLny.'s native load
sales forecast that was used by APS in its tiling and (2) the company's
currently contracted fuel and purchased power prices. Where forward
curves are used to price fuel and purchased power, please use market
prices as of 10/31/08 (or more current if available) and also reflect the
native load hedge liquidation margin as of the same date as such market
prices.

Response: The Company is in the process of updating the majorcomponentsof the
fuel andpurchase power pro forma and will submit new data concurrently
with Mr. Ewen'srebuttaltestimony.

I

W
I

Witness: Pete Ewen



ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FOURTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-0 I345A-08-0172

NOVEMBER 18, 2008

Attachment RCS~3
Docket No. E-01345A-08-0172
Page 3 of 137

Staff24.2 Refer to Mr. Ewen's workpapers at PIME WPM, page 2 of  9.

I
Please

provide current information for each month of 2010and forth total year
2010 for each of the followingmarket price series: (a) Palo Verde On-
Peak; (b) Palo Verde Off-Peak; and (c) Delivered Natural Gas. What
impact does using current prices for these items have on APS'base cost of
fuel projection for 2010? Please show in detail andprovide supporting
calculations, similar to PME-WP9 in Excel.

Response: Please see attached Apsl380l for current 2010Palo Verde On-Peak, O8-
Peak, and Delivered Natural Gas prices.

The Company is in the process of updating the major components of the
feel and purchase power pro forma and will submit new data concurrently
with Mr. Ewen's rebuttal testimony.

Witness: Pete Ewen

.
I

I
i

I
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ARIZONA CORPORATIONCOMMISSION
STAFF'S TWENTY~FOURTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVERATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A~08-0172

NOVEMBER 18, 2008

Attachment RCS-3
Docket No. E-01345A-08-0172
Page 5 of 137

StaiT24.3

3
i

I

1'
e

:

I

Refer to Mr. Ewen's testimony at page 10. (a) Refer to lines 17-18."there
is no evidence that the growth rate will decelerate to any significant degree
in the long term"? Forpmpoxs of answering this question assume that the
"long term" is the late effective period for base rates established in the
current APS general rate case. Does APS believe that growth will be
lower or even negative for 2010? What about 2011 and 2012? Explain
fully the basis for your answer. (b) Refer to lines 20-22: "the weakness in
the housing and financial markets has the potential to drive Arizona's and
APS' growth rate lower than assumed in the Application." Also, page 10,
line 26, through page ll, line 2: "At present, there is no indication that
these fundamentals have been serious disrupted as a result of the current
economic situation." Does APS believe at present (in November 2008)
that such statements are still true? If not, explain M1y why not. If so,
please explain fully the basis for assuming that tile current economic
downturn would be similar in magnitude and impact to the last five
recessions. (c) Has APS revised its budgets and forecasts for 2008, 2009
or 2010? If so, please provide the most current version of such budgets
and forecasts.

Response: (a) In this context, the long tem refers to the time period of the
forecast that extends beyond the near-term cyclical downturn and
recovery. The Company currently expects the near term business cycle to
have run its course by 2012 or 2013. The Company is in the process of
updating its growth projections with the most recent information available,
and will provide those revised projections in its rebuttal testimony.
However, the Company docs not expect that annual custorna growth will
turn negative in the current cycle, and it expects that 2009 will be the
lowest grovwli year of the cycle. These cyclical trends are largely
dominated by expectations for the timing and magnitude of construction
job losses throughout the broader state economy and by the return of
housing affordability as a draw to continued in-migration.

l
I
I

i
I
I

I

i

(b) The Company believes that the statements are still true. The
Company does not believe that "the current economic downturn would be
similar in magnitude and impact to the last five recessions," because each
of the last five recessions was unique 'm terms of the depth of decline and
the duration no or slow growth - nor has the Company tried to assert such
a statement. The Company docs believe that economic recessions are a
fact of life the will periodically impact both the national and state
economies and that we are in one of those periods now. Please see the
response to Stay' 24.3 (a) above for the Company's preliminary
expectation as to the depth and duration of the current recession.
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ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FOURTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NQVEMQBER 18, 2008

StaHI24.3

Response Continua:

I

I
.

I

I

(c) The Company is intheprocess of updating its growth projections
and will provide that data in its rebuttal testimony. .

I

(

Witness: Pete Ewen

i

E



RESIDENTIAL UTILITY CONSUMER OFFICE
FIRST SET OF DATA REQUESTS TO

ARIZONAPUBLIC SERVICECOMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOPA JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

July 25, 2008

Attachment RCS-3
Docks( No. E-01345A-08-0172
Page 7 of 137

I

I

RUCO 1.18 Yucca Plants Please provide the following information regarding the
Yucca Plants:

a)

b)

Actual 'm-service date, or if not in-service yet, projected
service date:
Completed actual cost, or if not completed, costs incurred
to-date.

1

RESPONSE:

YUCCA 5 YUCCA 6

In Service Date: June 2, 2008 June 23, 2008

Cost Incurred-to-Date
(7/28/08) : $34,152,114 $34,152,114

Charges for the two unitsare accumulated intoone charge number,and
split equally betweento the two recorded assets as they are placed into
service, withthe result that both projects have the same completed cost.

Although the projects have been placed into service, additional "trailing
charges" are expected to continue to be recorded, increasing the final
completed cost of the projects closer to the $77.1 million figure shown in
the pm forma on Schedule B-2 of the Company's June 2008 base rate
filing.

APS will provide the tined cost information for the Yucca Units when
available but no later than in Rebuttal Testimony at which time all
"trailing charges" will have been recognized.

Witness:Daniel Kearns

i

I

i

I
I



Attachment RCS~3
Docket No. E-01345A-08-0172

F R E E P O R T - M C M O R A N  C O P P E R  &  G O L D  I N C .  A N D Page 8 of 137
A R I Z O N A N S  F O R  E L E C T R I C  C H O I C E  A N D  C O M P E T I T I O N

( C O L L E C T I V E L Y  ¢ c A E c c 9 1 )  T H I R D  S E T  O F  D A T A  R E Q U E S T S
(PERMANENT) TO

ARIZONA PUBLIC SERVICE COMPANY
DOCKET no. E-01345A-08-0172

November  12,  2008

AECC 3.1

c .

Please refer to the Supplemental Direct Testimony of Daniel A. Keats, p.
29, lines 3-13.
a. Mr. Kearns indicates dirt the $25l.3 million in Post-Test Year Plant

Additions represents plant that is either already in service or will be
completed by the expected effective date of new rates. What is the
"expected effective date of new rates" used by Mr. Kearns for
determining the cut-off for inclusion in Post-Test Year Plant
Additions?

b. (i) Please identify, on a monthly basis, the amounts of the Post-Test
Year Plant Additions projected by Mr. Kcams for each month starting
with the close of the Test Year up through the cut-off date referenced
in the previous question, on both a Total Company and an ACC-
jurisdictional basis. (ii) Please tiunctionalize this plant as either
Production, Transmission, Distribution, General, Intangible, or Other
(if applicable).
(i) Please update the monthly projection of Post-Test Year Plant
Additions referenced in the prior question using the actual closings to
plant-in-service to date as well as the most updated forecast. Please
indicate which months are "actuals". (ii) Please tirnctionalize dies
plant as either Production, Transmission, Distribution, General,
Intangible, or Other (if applicable).

=

Response:
(a) The assumed expected effective date of new rates used was

10/01/2009.

I

I

(b) (i) & (ii) Please see Daniel Kearns Direct Testimony Workpaper
DAK_WP10 for monthly projected in-service dates and Staff 17.3 for
updated moNthly projected in~service dates. Pages 4 through 7 are
production, pages 8 through 21 are distribution, page 22 are general,
intangible and other, and there are no transmission projects included.
Please note that Di4LK__WP10 and Staff 17.3 only reflect actual
expenditures through 12/31/2007.

(c) (i) & (ii) Please see APS's response to Staff 17.3 .

I

Witness: Daniel Kearns



ARIZONA CORPORATION commlsslon
STAFF'S SEVENTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
OCTOBER 24, 2008

Attachment RCS-3
Docket No. E-01345A-08-0172
Page 9 of 137

Staff 17.3 CWIP projects, Refer to Mr.Keats' workpaper DAK_WP10. (a) Please
indicate which of the projects listed on pages 4-22 of 28, are actually in-
service as of 9/30/2008. (b) Please provide the information requested in
part a, electronically, ideally an updated Excel version of DAK__WPl0 that
shows actual in-service dates through 9/30/2008. (c) Please identify each
project on pages 4-22 of 28 that has been affected by Aps' cut-backs in
capital expenditures. (d) For each such project identified'mresponse to
part c, please identify, quantify and explain the impact on such project
from APS' cut-backs in capital expenditures.

Response: (a) & (b) Attached as APSl3187 is the requested schedule.

(c) Only 3 of the projects shown in DAK_WPl0 are included in the net
reductions referenced. These projectsare as follows: (1) SAC0035,
Unit 1 Turbine Stop VaLlve, Full Arc Drive (Saguaro); (2) FAC90138,
Unit3 Riffle Boxes and Coed PipingReplacement (Four Corners); and
(3) CHC0166, Unit 2 Fabric Filter Additionand Scrubber Upgrade
(Cholla).

(d) Of the 3 projects listed in the response above, only CHCOI66 results in
a reduction (of more than $300,000) to capital expenditures during the
2009 to 2011 time period. This project was delayed due to a change in
environmental regulations. See APS Exhibit 23 to the Interim Rate
Case, filed October 14, 2008, for the impact of changes to
environmental projects at Cholera ontheCompany's capital
expenditures.

i

Wi1ness° Daniel Kearns



Atladlment RCS-3
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I

ARIZONA CORPORATION COMMISSION
STAFF'S SIXTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
AUGUST 19, 2008

Staff6.155 Refer to Schedule B-1; For each line item on page 2 (RCND) that has the
same amount on page 1 (Original Cost), explain fully and 'm detail why
such item was not adjusted from Original Cost in order to derive the .
RCND amount on page 2.

Response: "Reconstruction Cost" is generallyonly applicable to depreciable property
(see ACC regulation ACC Rl4-2-l03(A)(3)(n)). Items with the same
values onpage I and 2 of Schedule B-l are not depreciable property thus
no RCND calculation was prepared.

I

Witness: Jason La Benz

I

i



ARIZONA CORPORATION COMMISSION
STA]-IF'S SIXTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
AUGUST 19, 2008

Afladwmeni RCS-3
Dod§et No. E-01345A~08-0172
Page 11 of 137

szaff6.1s4 Refer to Schedule B-1, line 4. (a) Explain fully and in detail why the
Accumulated Deferred Income Taxes (ADIT) amount is identical on an
Original Cost and RCND basis. (b) Is the ADIT amount on line 4 related
to Plant that has been tended? If not, explain fully why nut. (c) Please
provide dl information needed to trend the ADIT balance on Schedule B-
1, line 4, to an RCND value. (d) Does APS agree that the ADIT balance
should be trended in order to derive an RCND value for ADIT for use 'm
determining the Fair Value Rate Base? If not, explain fully why not. (e)
Please provide a breakout of the ADIT balance on Schedule B-I, line 4, by
component and by vintage year. Provide such information in Excel.

Response:
a) Consistent with prior APS filings, ADIT has not been factored for

RCND. The Arizona Administrative Code R14-2-102A.3.n definition
of RCND Rate Base does not eveninclude ADIT. Additionally, the
filing requirement for Schedules B-3 and B-4 that feeds Schedule B-l
page 2, do not provide for an RCND factor on ADIT. The
requirements are for only gross utility plant in service and accumulated
depreciation.

b) Yes, a portion of ADIT does relate to assets trended.

c) APS does not track this information at that level of detail.

d) No, see response to a

e) See response to "c".

Witness: Jason La Benz



ARIZONA CORPORATION COMMISSION
STAFF'S THIRTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A IUST AND REASONABLE RATE OF RETURN
E-01345A-08-0I72
OCTOBER 16, 2008

Attachment RCS-3
Docket No. E~D1345A-08~0172
Page 12 of 137

Staff 13.3 RCND amount Deferred Income Taxes. (a) Explain fully and in detail
why APS used the exact same amount for Accumulated Deferred Income
Taxes on Schedule B-1, pages 1 and 2 of 2, line 4, for "Original Cost" and
RCND". (b) Does APS agree that Accumulated Deferred Income Taxes is
affected on an RCND basis by Plant and Accumulated Depreciation? If
not, explain fully why not. (c) Please provide a calculation of an RCND
amount of Accumulated Deferred Income Taxes on Schedule B-l, page 2,
line 4, that reflects the impact of APS' RCND amounts for Plant and
Accumulated Depreciation on lines l and 2 of that schedule. Include
supporting calculations. (d) Please show in detail all impacts on
Accumulated Deferred Income Taxes on an RCND basis from APS
witness La Benz Attachments ICL_1 and JCL_2 and the related
workpapels, which appear to have trended Plant and Accumulated
Depreciation to derive RCND amounts for Plant and Accumulated
Depreciation but did not reflect the related RCND impacts on the plant-
related portion of the ADIT balance that APS included in its RCND rate
base.

Response: (a) APS previously answered this question in response to Staff6.154.

I

a

(b) No. The Arizona Administrative Code R14-2-102A.3.n definition of
RCND Rate Base does not includeADIT.Additionally, the tiling
requirement for Schedules B-3 and B-4 that feeds Schedule B-1 page
2, do not provide for anRCND factor on ADIT. Moreover, the
Commission has never adjusted ADIT, which is a deferred credit of a
fixed nominal amount, in its calculation of RCND 'm at least APS rate
cases.

(c) - (d) See answer to pan (b).Since the Arizona Administration Code does not
state ADIT needs tobe calculated, APS deemsno calculations are
necessary.

Witness: Jason La Benz



ARIZONA CORPORATION COMMISSION
STAFF'S TWENTIETH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
I E.01345A-08-0172

NQVEMBER 13,2008

Attachment RCS-3
Docket No. E-01345A-08-0172
Page 13 of 137

StaHI20.2 RCND amount Deferred Income Taxes. Refer to the response to Staff
13.3 and attached schedule, which shows Southwest Gas Company's
(SWG) Deferred Taxes by vintage at April 30, 2007. As shown on that
schedule, SWG used the Handy-Whitman index to trend its ADIT 'm order
to derive theRCND values. (a) Please provide a similar schedule/analysis
that trends APS' ADIT that is necessary to derive the corresponding
RCND values.

J

Response: As discussed previously, the Company does not maintain accumulated
deferred income taxes by vintage. The Company believes trending plant-
related ADIT using the relationship between OCLD andRCND is the best
alternative in theabsence of vintage ADIT.

While going through the ADIT trending process, it was discovered that
removal costs were inflated in determining RCND. Since removal costs
are already stated in today's values, the originally filed RCND was
understated.

See attached as APS]3819 the RCND schedule that corrects the inflation
of removal costs. Also see attached as APS13820 the schedule that trends
plant-related ADIT.

Witness: Jason LaBenz
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15. 323 »11Tu BDEIBKY units G13,415 49.96% aus 457

11. 324 electric equipment\l.».. I say ,2B3 43.50% 296.386

la . 325 plant equipnmMac 235.0441 49.27% 115,800

to. 330 ' nmsLimit Temp Land 0 0.00% 0

21. 331 Strudmes and impruvemenis 0 0.00% 0

22. 332 Resenoins_ dams, and waterway o 0.00% 0

pa. 333 water wheels, Mrhiws and qeneraMls o 0.00% 0

24. 334 , »Aazesso elec!|ic 6Qu` ant 0 0.00% 0

25. 335 iD..»Miscellaneouspower plant 0 0.00% o

Zs. 338 1 anRoads, railmads and . a s 0 0.00% 0

pa. 340 nLand and land . ha 910 100.00% 910

29. 341 Structures and improvements 84.978 73.42% 62.393

30. 342 Fuelholders, nmductx, and aceessodes 64,641 83.29% 40.909

31. 343 Prime movers 825,951 70.93% 585,875

A1\sd1men\ RCS-3
Raman No. E-01a45A-0e-0112
Page 14 of 137

ARIZONA PUBUC SERVICE COMPANY
RCND BY IIAJOR PLANT Accounts

TEST YEAR ENDED 12-31-07
(Thousands of Dollars) a

Uri
No. Function

PLANT
AccounT DESCRIPTION

SCHEDULE B-4

CONDITION PERCENT
RCN Puncunt RCND

APS13819
1 MY



al b) c
32. 344 Generators 690,654 79.99% 552,508

33. 345 . 1nAccess electr ic uipment 146.492 87.94% 99,521

34. 348 Miscellaneous power plant equip. 14.842 s o z v u . 7.452
* ..X ..

/ 4
.rt r .A of-L 'S uaT o1=

4_4 ' 10107§593*< ss .44a.esa

3 5 . T RANS M I S S I O N 3 5 0 Land and land r ights s4. 142 100. 00% 54.142

31. ag o Limit Term Land Rights 25, 324 55. 07% 13, 941

ea. 3 5 2 n.SIrucm1es Andi rnvements 11.122 58. 44% 41, see

3 9 . 3 5 3 .oStation u lpm en t 1,322,028 77 . 29% 1,021,777

4 0 . 3 5 4 Towers and ibdules 345,356 57 . 81% 2 0 0 8 8 7

41 . 3 5 5 'p o s  A n a  f u t u r e s 466. 347 83. 99% 391.596

4 3 . 3 5 5 Overhead  conductors and devices 951 ,998 74.39% 708.203

4 4 . 3 5 7 IUn a round conduit 33 , 515 70. 85% 23. 815

4 5 . 3 5 8 u . 1round conductors and devicesu 58, 495 80. 92% 35.632

is. 'a. L~,gv*.
ms'

Vi T .3.331.baa . 323491,481

4 1 . DI S T RI BUT I O N 3 5 0 vL n n d an d l an d  .  ms 43, 537 100. 00% 43, 637

p a. 3 5 0 IL imi t  Term LaM R'  ms 2, 276 91 . 41% 2, 080

4 9 . 361 s n meritstinctures and lm 68, 398 85. 91% 45, 082

s o . 3 8 2 I IStation u 5 7 5 4 9 84. 96% 4aa, 1oa

51 . 364 Poles. towers. and paulus 711, 463 81 . 15% 577,361

s o . 3 8 5 Overhead conductors and devices s e a m s B8.83% 499. 255

a s . 366 1Uncle round conduit B05,164 92. 59% 745,523

54 . 3 6 7 •U n d o  r o u n d conductors and d evices 2,044,822 1 1 . 49% 1,461,508

a s . 3 6 8 Line Vans lbrmers 1,196,878 61. 92% 140,947

so . 3 8 9 Services 415, 414 so.au1s 289. 043

5 7 . 3 7 0 M eta l s 251 , 507 83. 78% 2 t 5 , 7 3 4
.
as. 371 snseaznaniuns on cus\omels' remises 79, 620 91 .o8% 72.519

5 9 . 3 7 3 IS t reet hd nq and signal systems 139, 728 83. 44% aa_e4s

s o . I Jo
"4. .»

SUBTOTAL .  s . oa1, na  . 70. 143

so . GENERAL 3 8 9 Land and land  r lqhts 13,191 100. 00% 13,191

s o . 3 9 0 n nv Les and lM vemenis 245.31 a 58 . 38% 143,217

GO. 391 n | n tMlm furn i ture and up 154, 441 55. 51% 85,736

as. 391 e isCa lived Lease-Computer Equipment 0 0 . 00% o

a s . 392 11Turns riation enuipment 4s , s os 25 . 28% 11, 505

=!

I
|

Atiachmenl RCS-3
Dcdset ND. E-01345A-08-0112
Page 15 d 137

Lino
No .  Funct ion

P L A N T
ACCO UNT DESCRI PT I O N

CO NDI T I O N P E RCE NT
R C N P ercen t R C N D

/

MPS13819
2 of 3
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I
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a) b (cl

so. 393 .eStores moment 6,179 8.05% 98

as 394 141Tools, s and am equloment 2'/.se6 62.59% 11,503

71)_ 395. LaboI'3!on equipment 3,725 51.72% 1,926

11. 396 | | .Power Ted equipmsu( 21,149 25.75% 5.445

"rm 397 a1Communication up ant 173,787 68.23% 11B,589

73. 398 Miscellaneous equipment 12,117 25.08% 3,039

.14. SUBTOTAL 703,376 $400,630

12. 317 Ano for sm8m prnauaiun 1,oo5 21.58% 211

19. 325 ARO for Nuclear Production 4e,2a2 38.00% 17.588

21. 337 ARO for Hydraulic Pmdudon s,9oa 0.00% 0

\

E
!

Awwmem Rosa
Dcdxet No. E-01345A-08-0172
Paps.16 of 137

Llnl
No. Functlon

PLANT
AccounT DESCRIPTION

CONDITION PERCENT
RCN Fswlflt RCND

ITOTAL EXCLUDING ARO PLANT I 21,395,258 I I $13,703,909 I

l.1§J
53,190TOTAL ARO

Cast d Removal

GRAND TOTAL I

17,504

(392427)

z1.44s,44sl I 1§.32a.w.l

R¢canSchedules
tal BE

Sunnoltllm Schululn
RCND smdv

I

i
I

i

1181

APS13B19
3 of 3
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Attachment RCS~3
Docket No. E-01345A-08-0172
Page 17 of 137

Arizona Public Service Company
Summary of Net Utility Plant and ADvT

Test Year Ended 12/31/2007
(dollars in thousands)

Line
No. Original Cost

RCND
(as amended)

1
2

3

Gross utility plant In service:

Excluding ARO asset

ARO asset

Total .

s 11,872,535
53,190

11,925,725

s 21395.258
53,190

21 ,448,4484

i Less acwm depredation and abort:

Excluding ARO and removal

ARO mecum depress

Removal costs _

Total

4,205,815

a5,aae
392,427

4.633.628

7,691 .269
s5,aaa

392,427

8,119,082

5

5
7
8
9

10

11

12 Net utility plant in service:
13 Excluding ARO and remove - net

14 ARO net asset

Removal costs

Total

7,656,720
17,804

(382,427)

7,292.097

13,703,989
17,804

(392,427)

.13,329,366
15
15

19

20

22
23

25

Accumulated deferred income taxes:
Plant related (a)

Other
Total

1,522,243

(315,875)
1,205,588

2,720,955

(a) EmdudesARO and removal costs

:
I
I

I

I

a

(315,875)

2,405,280

APS13820
Page 1 of 1



RESIDENTIAL UTILITY CONSUMER OFFICE
FIRST SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OFRETURN
E-01345A-08-0172

July 25, z008

Attachment RCS-3
Docket No. E-01345A~08-0172
Page 18 of 137

I

RUCO 1,5 Deferred Credits Please provide the following information for each
balance shown on Schedule E-1, page 2, lines 19 through 26:

a) Break-down of each item that comprises the balance,
b) Explanation of each item identified in part a); and
c) Discussion of why the balance was/was not affordedrate

base treatment.
RESPONSE:
(a-c) Please see Jason La Benz workpaper JCL__WP5, filed in support of the

Direct Testimony of Jason LaBenz, for items afforded rate base treatment.
Each supporting page contains thebreak-down of the balance, description
of the balanceand explanation of why the balance was excluded, unless
otherwise noted below.

19. Deferred income taxes- Deferred taxes are included in rate base as an
offset to the related item generating thedeferred taxes included in rate
base, andare excluded if the relateditem isexcluded&om rate base.
Please see Jason La Benz workpaper JCL_WP 5 (page 6 of 8) and
ScheduleE-I, page 2, line 15net of ScheduleE-1, page 1. line 18.

20. Regulatory liabilities-Please see Jason La Benz workpaper
JCL__WP5 (page 4 of 8).

21. Liability for asset retirements and removals- Consistent with prior
Commission-approved rate treatment, APS includes all components
related to asset redrernent obligationsin the calculation of rate base (plant
in service, accumulated depreciation, regulatory liabilities, etc.).

22. Pension and other postretirement benefits- Consistent with prior
Commission-approved rate treatment, APS includes thepensionand
OPEB unfunded liability, less the unrealized costs included in Other
Comprehensive Income. Please see JasonLa Benz workpaper JCL_WP5
(page 3 of 8).

23. Customer advances for construction- Comistmt with prior
Commission-approved rate treatment, APS deducts advances from rate
base.Please see ds JasonLa Benz workpaper JCL__WP5 (page lot 8).

I

i

E

24. Unamortized gain-sale of utility plant- APS includes this item as it
relates to Palo Verdeunit II, which is included in ratebase,per Decision
No. 55120. Please see Jason LaBenz workpaper JCL_WP5 (page 1 of 8).

E



Ii RESIDENTIAL UTILITY CONSUMER OFFICE
FIRST SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE 0FRETURN
E-01345A-08-0172

July 25, 2008

Attachment RCS-3
Docket NO. E-01345A-08-0172
Page 19 of 137

RUCO 1.5

RESPONSE CONTINUED:

(a-¢) 25. Liabilities from long-term risk-management and trading activities-
This itemrepresents mark-to-market balances of both Regulated and
Marketing & Trading derivativecontracts. Unrealized gains and tosses on
derivative instruments areexcluded from the cost of service. Therefore,
the balance of such unrealizal gainsand losses is not included in rate base.

26. Other- Please see Jason LaBenz workpaperJCL_WP 5. (page 5 of 8).

I

!
I

a

Witness: Jason La Benz

i



ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FIRST SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION T0 APPR0VE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NOVEMBER 14, 2008

Aiiachrnent RCS-3
Docket No. E-01345A-08-0172
Page 20 of 137

Staff2L2 Accumulated Deferred Income Taxes (ADIT). Refer to Company
workpaper .lcL_wp5, pages 4 through 6. (a) JCL_WP5, page 6 lists the
following three ADIT components: (I) a Pension Liability for $183.48 I
million, (2) an Unamortized Gain for $14,408 million and (3) Stock
Compensation for $689,000. Please confirm that on JCL_WP5, pages 4
and 5, which show APS' Regulatory Assets and Liabilities and Other

.Deferred Debits and Credits, respectively, there are no related amounts of
liabilities or deferred credits for these three ADIT items. (b) Please
explain fully and in detail why there are no deferred credits or regulatory
liabilities for these three items. If there are related liabilities or deferred
credits for any of these ADIT items, identify the related liability and
deferred credit amounts by account. (c) If the related amounts for these
items are reflected elsewhere on die Company's balance sheet, indicate
exactly where by amount and account. (d) Please explain fully and in
detail why there is no offset to APS' rate base for each of the related
liability and/or deferred credits related to each of these items.

Response :
(a) Please see the listing below for the corresponding book amounts and

accounts for (1) Pension Liability ADIT of $183.481 million and (2)
Unamortized Gain ADIT of $l4.408 million. (3) The associated Stock
Compensation liability is recorded on Pinnacle West's books. Thus,
APS will submit a pro forma adj usunent in Rebuttal Testimony to
remove the $689,000 ADIT related to Stock Compensation.

_

E
=
_

Line Description
Pension and Other
PostretirementLiabilities

Reference
Amount
(soon)

Account
No;

Unamortized Gain

JCL_WP5page 1, line 8

JCL_WP5 page 1, \ire 11

$434,025 22s.a, 253

36,606 256

(b) These itemsareidentifiedseparatelyon Schedule B-1, JCL_WP5,
page 1 as identified in part (a) above rather than JCL__WP5, pages4
through6.

(c) Please see response to part (a) above.

I
I

(d) The items are included in rate base and reflected on Schedule B-1
Jason La Benz Direct Workpaper JCL_WP 5 page 1.

i
Page 1 of 2

I

E
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ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FIRST SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-01.72

NOVEMBER 14, 2008

Attachment RCS-3
Dad<et No. E-01345A-08-0172
Page 21 of 137

Supplemental Response to Staff 21.2

This supplemental response provides detail calculations for Accumulated
Deferred Income Taxes (ADIT) on pension and other postretirernent
liabilities of $183,481,000. These amounts can also be found on APS'
response to Staff 16.4 that provides reconciliation between the total
balance of test year ADIT from Staff 6.65 to Column I, pages 1 and 2 of
Staff 6.133. In preparing this supplemental response, it was noted that
$1 ,581,000 of the total ADIT relates to current pension liabilities excluded
from rate base. The Company will adjust Tate base to also exclude this
ADIT in rebuttal testimony.

(dollars in thousands)
Difference
s  3 0 5 . 8 7 0

1921188

A D I T  @
3 9 . 3 6 %
s  120 , 390

75.837
Pension Liability
OPEB (excluding Medicare subsidy)
Medicare Subsidy
Less acwmulaied  OCI
Total

Book Basis
s 364 , 370

192 , 168
(88,593)
(a5,920)

s 4 3 4 , 0 2 5

T ax  Bas i c
s 5 8 , 5 0 0

(88 , 593 )

s (28 , 093)

(35 , 920)
s  4 6 2 , 1 1 8

(14,138)
_ s  181_a90

i
I

Witness: Jason La Benz

Page 2 off



ARIZONA CORPORATION COMMISSION
STAFF'S SEVENTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
OCTOBER 24, 2008

Attachment RCS-3
Dog<et No.E-01345A-084172
Page 22 of 137

I
I

Staff 17.10 Working capital. Refer to Schedule B-5 &om the Company's filing and the
table below, For each component of working capital listed in the table
below,pleaseprovide the ACC jurisdictional amount:

Amount

S000'lDueriptinn*

Working Cnpiinl - Operations

Materials and Suppler

Fuel . Coal Md Oil

Fuel - Nuclear, Nu

Pf=p=w\1\¢r=v-4

Special Dqaosiu & Wuddug Funds

Total Working Capital Mlowanoe

s

s

s

s

s

s

s

(103,403)

149,759

21,792

69.271

15.401

226

159,052

I

• From Schedule B-5 firm APS' Elyn]

Response: Attached as APSl3184 is the requested schedule.

I

i

i

Witness: David Rumor
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Alit°|\l Pl.lblll:SorvlL=lIComplny
sa||11.10

J

m u c u s
Alnalnt
5000:

FllcdCod¢Slnll:l8ll ld1
T0hlCll.
Alllslll
snow

Accau m
Amount
$0gq-9

mol c¢.
Annum

°*"l"°* ww-
Wuddngtalh

wulumcapiu-opuuulu s s 190.176)
sawn Dwclill U14 wnddq Fwd! s s 2 1

Ttllll w~fl-m1 Clh s s 49.9559

uw.4°=»
z s

(115,177) s nnanm s (89-955) n.l1x_wp1,pzga1»vn,Luno

u~unu~.s-wlu»¢vv~u=»w»~»
hhlll1lklnd$lll1l1ll!
F~»\-caaunuol
Fuel-NIldlar,Nd
pvwuwnunu

T n u l u - h h . = u n u » l p " v l u * " b

s M 9 1 9 s 120.885
s z7.7u2 s z1,114
s 09,271 s e1.saz
s 1s,401 s 1 4 , 9
s n u n s s  z a a . m s 262229 s sum uIR_wr1.p:g¢1a1szula1

To|a|wn|1r|v\1 ci|IlhlAlovnn°¢ s w a n e s 14a.2ss s 159,062 s 14s.2ss DJR__WP1,Plgu 1d92,\.hU6*|.l'|t`f

I

s

I

l
! Arsmu

Far: 1 ol1



ARIZONA COMORAUONCOMHWISSION
STAFF'S THIRTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERWCE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A~08-0172
OCTOBER 16, 2008

Attachment RCS-3
Dod<e( No. E~01345A-08-0172
Page 24 of 137

I
I
I

I

:

Staff13.1: Interest lag..Refer to workpaper JCL_WPl1, page 9 of 60. (a) Please
show in detdl how the net lag for Interest Expense of 36.14352 days was
derived. Include complete supporting calculations. (b) Refer to
workpaper JCL__WPl1, page 10 of 60. Please list the date and payment
amounts in2007 of all interest payments of interest on long-term debt, and
reconcile such payment information to the $161 .03 million shown on line
18. (c) For each payment of interest on long-term debt listed in response
to part b, please provide the interest accrual period and payment interval
(e.g., semi-annually, quarterly monthly, etc.) (d) Refer to workpaper
JCL_WPl1, page 10 of 60. Please list the date and payment amounts in
2007 of all interest payments of interest on short-term debt, and reconcile
such payment information to the $9.564 million shown on line. (e) For
each payment of interest on short-term debt listed in response to part d,
please provide the interest accrual period and payment interval (e.g.,
quarterly, monthly, etc.). (f) Does the 15.25411 interest expense payment
lag on workpaper JCL_WPl1, page 9 of 60, line 53 relate to the payment
lag for short-term debt? If not, explain fully why not. (g) What payment
lag did APS use for the$4.639 million debt discount, premiumand
expense? Show in detail how that payment lag was derived. Include
complete supporting calculations. .

Response:
(a) - (g) Although it was APS's intention to use the staff methodology Nom

Decision No. 69663, in reviewing the detail supporting interest expense, it
wasnoted that the calculation was not prepared consistent with the Staff
methodology in the previous rate case. Attached as APS09014 are
workpapers that support the new calculation, which is now consistent with
the Staff methodology. This has an impact of reducing total company
cash working capital by $4,078,000 ToW Company ($3,511,974 ACC-
jurisdiction).

APS will make the appropriate pro forma adjustment to cash working
capital when in submits its Rebuttal Testimony.

I
I Witness: Jason La Benz
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ARIZONA pursue SERVIGE COMPMNY
DOCKET no. E-01345ArOB-0172

INTEREST CASH WORKING cAp1TA1. ADJUSTMENT
LEAD LAG STUDY

Ailodlmsnt ness
n u d e No. E-01345A-0B-0172
Page25 al 137

L)NE
no. AMOUNT

REVENUE
LAG

EXPENSE
LAG

NET LAG
(DAYS)

c c
FAdTOR

c c
REQUIREMENT

1

2

DESCRIPTION

(A)

umm Expense - As Miusfed

Interest Exqaensa - As Odgnally Fi1B6

REFERENCE

(8 )

InIExpLn4/LagCalcL\"I81

JCL_WP11 Pg g of so

s

s

(C)

166,497,522

175,232,969

(D) (E) (F)

38.17075 85.1485 -48.9779

38.17075 15.25411 -36.1435

(G) (H)

-0.12871 s (21,429,a19)

-OJJBQGQ s (17,351.5G9)

3
4

APS Proposed Total Company
Cash Working Capital Mdiushnent Line 1 Les Bna 2. s (4_071,750)

Apsu0o14
FIgl1d3

I

I

1



|
i Attachment RCS-3

Docket No. E-01345A»08~0172
Page 26 of 137ARIZONA PUBLIC SERVICE COMPANY

DOCKET no. E-D1345A»08-0172
INTEREST CASH WORKING CAPITAL ADJUSTMENT

LEAD LAG STUDY

LINE
no. DESCRIPTION REFERENCE

AMOUNT
($000s)

1

(A)

APS Proposed As Adjusted Total Company
Rate Base

(B)

APS Sch. B-1 $

2 APS Proposed Weighted Cost of Debt APS Sch. D-1

(C)

6,235,866

2.67%

J

\ 3
4

APS Proposed Total Company Interest
Expense Deduction Line 1 * Line 2 S 156,498

APS09014
Page 2 of a



Attachment! RCS-3
Dodcet No. E-01345A~08-0172

Page 27 of 137

ARIZONA pUBLIc sERvice
LEAD-LAG CALClJ\ATION
INTEREST EXPENSE LAG

(0°°'S)

LINE
NO.

PRQ FORMA
INTEREST

(G )

WEIGHTED
lAGSERIES DESCRIPTION

(Al

SERIES
DUE DATE

(B)

PAYMENT
c v a e

(C)

OUTSTANDING
PRINCIPLE
MMOUNT

(D)

NET
PROCEEDS
OF ISSUE

(E)

COST
RATE

(F)

PAYMENT
LAG
(H) U)

s1
2
3
4
5
s
7
a

09/01/24
os/01r24
09/01/24
10/01/29
12/01/3 1
11/01/33
ouu1/34
05/01/29
05191/29
651731/29
05/91/29
os/D1/29
a5/t>1/29
06/D1/34
os/o1 /34
os/o1 /34
D5/01/34
05/01/34
D6/01/34

Manttvy
Mcnthr;
Mcnmry
Morv1h*Y
Manthry
Monihhl
Monthly

Semi-Annual
'Weekly
'Weekly
'Weekly
'Waskb'
'Wnkly
'Weekly
'Wieldy
'Weekly
'Weekly
'Weekly
'Wacky

$64,661
48.476
30,672
31.692
6.444

16,4241
19,730
89,351
34,743
:4o,sc4
ao.sc4
30,904
an,so4
12.390
36.917
30.968
30.966
amass
ao.ssa

3.500%
3.513%
3.585%
3.660%
3.735%
3.582%
3.598%
5.099%
4.265%
4.089%
4.572%
4.aaa%
4.112%
4.12344
4.102%
4.268%
4.419%
3.853%
4.007%

!

9
10
11
12
13
14
15
16
11
18
19
to

Pylon control lndottodn-I
3.410094
3.411056
3.4-410%
a.5100°/1
1538079
3.447034
s.saoo%
5.050Q%
4.036054
3.8G40%
4.3360°%
a.s4a0%
3.885056
3.914054
3.g14q*
4.076995
4.2240%
3.671054
3.821054

Tau: s

'The bonds are auctioned all wnekry and the 'nteIssl is payable me day (Glowing the close of the 1-day auction.

65,750
49.400
31.500
32,650
6.71o

16,870
2o.ooo
90,000
35,975
:s2,000
32.000
a2.ooo
a2,ooo
s2.aso
aa,1so
a2_ooo
azpoa
a2,000
a2,ooo

555,855 s

$2,301
1.735
1,129
1.195

8 1
604
729

4.saa
1,534
1,:lcs
1.4aa
1.:1a2
1,a1s

sou
1,565
1_ass
1,414
1.83
1,282

26.aa1

18.21
15.21
16.21
1s.21
16.21
16.21
16.21

92.25
4.50
4.50
4.50
4.50
4.50
4.50
4.50
4.50
4.50
4.50
4.50

22.96 s

$37,295
28.121
18,299
19,369
4,osa
9,790

11,570
423,243

5_993
5,a91
s.sa4
5.559
5,922
2.385
7.043
6,147
6.363
5,549
5.769

816,269

as1Y31/14
os4aol14
16/15111
03/01/12
s/1s/15

05/15/33
0B/01/35
08/01/16
05/01/36

Monthly
Same-¢~\nnual
Semi-Mnnual
Semi-Annud
Sam]-Al1r\llBI
Semi-Annual
SeW-Annual
Semi-Annual
Semi-Annual

1 _43o
zs1,aa4
395,876
369.583
294,965
195.467
245,490
24s,sa5
14a,440

5.999%
5.954%
6.519%
6.699%
4.837%
5.786%
5.525%
5.411%
8.955%

9.21
91.25

106.25
92.25

106.25
106.25
92.25
92.25
92.25
97.45

792
1,524,341
z.1ss,ssa
z3w_320
1,541,794
1.24419
1.297.312
1.479,967

962.906
13.03.787

21
22
23
24
25
i s
27
28
29
so

Dihir Long-Tcml Dub!
5.000%
5.500%
5.375%
6.500%
4. 650%
s,szs%
5.500%
5.250%
5.575%

Tonal s

1,4ao
aaopoo
4co,000
315,000
300,000
200.000
250,000
2so,ooo
t5o,ooo

2,226,430

17.s01
25.070
25.120
14,511
11,571
14.963
16.043
1o.4aa

1as.7oa

31 Grand Tail s uz,s4u

s

ls.15 s 1:,|40.05s

1
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ARIZONA CORPORATION COMMISSION
STAFF'S SEVENTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
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DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OFRETURN
E-01345A-08-0172
OCTOBER 24, 2008

Attachment RCS-3 .
Docket no. E-01345A-08-0172
Page 28 of 137

Staff 17.4 Yucca Units 5 and 6. Refer to Mr. Keats' workpaper DAK_WP9. (a)
Please update DAK__WP9 showing actual information for each month
through 9/30/2008. (b) Is Yucca unit 5 in commercialoperationas of
9/30/2008? If not, please list all remaining items that need to be
completed for Yucca unit 5 to attain commercial operation, and when APS
expects this unit to attain commercial operation. (c) Is Yucca unit 5 in
commercial operation as of 9/30/2008? If not, please list adj remaining
items that need to be completed for Yucca unit 6 to attain commercial
operation, and when APS expects this unit to attain commercial operation.
(d) Did APS use the depreciation rates that APS' witness Dr. White
developed for Yucca units 1-4 for Yucca units 5 and 6? If not, explain
fully why not. (e) Explain fully and in detail why the depreciation rates
for Yucca units 5 and 6 should be different iirom the depreciation rates Dr.
White is recommending for Yucca units 1-4.

Response:

(a) Attached as APSI3167 is the requested schedule.

(b) Yes, Yucca Um't 5 was 'm commercial operation on June 2, 2008.

(c) Yes, Yucca Unit 6 was in commercial operation on June23,2008.

(d) No. APS used the depreciation rates proposed by Dr. White for
Saguaro.CT Unit 3. Yucca Units 5 and 6 are more similar to Saguaro
CT 3 Unit 3 than to Yucca Units 1-4 and Yucca Unit S and 6 were not
completed at the time ofthedepreciation sandy.

(e) As indicated 'mresponseto subpart (d) above, Yucca Um°ts 1-4 were
originally constructed in the early l970's. The Saguaro CT Unit 3 was
built in 2002 with similar technology as Yucca Units 5 and 6.

Witness: Daniel Keams
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Yucca 5 & s Monthly Ending Balance

Month
Capital Expenditure
excluding AFUDC

$

I

Mar-07 $
Apr-07
May-o7
Jun-07
Jul-07

Aug-O7
Sep-07
Oct-07
Nov-07
Dec-07
Jan-08
Feb-08
Mar-08
Apr-D8

May-08
Juh-o8
Jul~08

Aug~08
Sep-08

6,551,451.27
9,ssz,901.18

15,521,140.22
15,550.841.97
21,203,6D7.64
25,02e,1ee.04
28,015,469.07
33,335,080.03
40,eso_4e7.02
49,787,115.09
50,215,981.17
50,2S7,038.41
54,378,055.12
60,181,724.12
63,581,313.36
63,90S,493.52
69,890,553.82
65,213,977.72
71,858,878.87

AFUDC
22,170.12
77,651.28

164,138.32
271,355.34
391,368.34
544,857.29
731 ,704.86
952,593.02

1.199,117.02
1,503,043.71
1,8-44,514.38
2,202,971.38
2,578,234.91
2,908,612.50
3,303,538.88
3,294,611.01
3,294,463.06
3,294,135.23
3,335,533,03

Total capital Expenditure
s 6,573,621 .39

9,730,553.05
15,585,278.54
15,832.208.31
21,594,975.98
25.571,043.33
28,747,173.93
34,287,653.05
41,849,584.04
51,270,158.80
52,D60,495.55
52,470,009.79
56,956,290.D3
63,090,33B.52
56,B84,852.24
67,201,104.53
73,185,016.88
68,508,112.95
75,194,411 .90

• Although the projects have been placed into service, additional "trailing charges" are
expected to continue to be recorded. and minor adjustments made in accrued AFUDC
increasing the final completed cost of the projects closer to the $77.1 million Figure
shown In DAK_WP9. APS will provide the final cost information for the Yucca Units
when available but no later than in Rebuttal Testimony, which is consistent with APS's
response to RUCO 1.18, at which time most if not all "trailing charges' will be

I

r

l

I
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ARIZONA CORPORATION COMMISSION
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ARIZONA PUBLIC SERVICE COMPANY,
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Attachment RCS-3
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Page 30 of 137

staff23.6 Refer to the response to Staff data request 18.5. Re: Commercial Matter
#7. Why wasn'tthe legal cost related to the Yucca Power Plantexpansion
capitalizedas part of the construction cost?

Response: Upon closer review, the legal costs for this matter were incorrectly
charged. APS will accordingly make the appropriate adjustments to
remove these charges from mc Test Year expenses and add them to the
Yucca plant rate base proforma as part of its Rebuttal Testimony tiling.

Witness: TBD
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ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FIFTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A.08-0172

NOVEMBER 20, 2008

Sta825.4 Yucca Units 5 and 6. Refer to the response to Staff 17.4, Company
workpaper DAK__WP9 and the table below. (a) Please indicate the ACC
jurisdictional amount related to the Yucca Plant costs totaling $75,194,412
at September 30, 2008. (b) Referencing DAK_WP9, pages 3 and 8, please
explain filly and in detail why the Company used $70,368 million in its
pro forma property tax expense calculation and not the 377.123 million it
is requesting be included in Plant in Service in this proceeding. (c) Please
indicate how much of the $75,194,412 of Yucca Plant costs at 9/30/08
were allocated to overhead. Show detailed calculations. (d) Please
conltinrn that the Depreciation Expense calculation in the table below is
correct. If so, please provide the ACC jurisdiction:-H amount. If not,
please provide the correct calculation, showing total Company and ACC
jurisdictional amounts. (f) Please confirm that the Property Tax Expense
calculation in the table below is correct, If so, please provide the ACC
jurisdictions amount. If not, please provide the correct calculation,
showing total Company and ACC jurisdictional amounts. (g) Please
indicate how the pro forma adjustment to O8cM in the amount of $206,000
was derived. Show detailed calculations. (11) Referencing part g above,
please provide a revised adjustment to O&tM based on the $75,594,412
project cost as of September 30, 2008. Show detailed calculations and
provide the total Company and ACC jurisdictional amounts.

Allloult

s

Annuellzed Depreciation Expense

Difference Between Filing and Actual (9/30/08)

Depreciation Rate

Annualizned Dqnecinion Expense s

(\,928.588)

3.09%

(59,593)

s 75,194,412 lsof9/30/08

s 77,1z3,000 pau l i ng

s  ( l , 92a,ss8) 4ia=r¢nc=

Amaut

s u.92a.5ss)

33.6%

(648,006)

21%

s

s (136,081)

8.68%

Ann-lized Prupcrty Tax Expense

Difference Between Filing and Aztud (9/30/08)

personal Pmpaty Tax Valuation Facto: - 2010

Fusunal Property Fa! Tax Value

Assasmaat Ratio

Assessed Value

Composiia Rate

Property Tax Expense s (11,812)

Response: (a) Production = $68,872,338 ACC Jurisdiction = $67,653,298
Transmission = 6,322,074 ACC Jurisdiction = 0
Total Company = $75,194,412 ACC ToW = $67,653 ,298

Page 1 off
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STAFF'S TWENTY-FIFTH SET OP DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NOVEMBER 20, 2008

Attachment RCS-3
Dcckel No. E-0134sA-0a-0172
Page 32 of 137

Staff25.4

Response Continued:

(b) The company used $'70,368k 'm its Pro-Forma Property Tax Expense
calculationbecause it was appropriate to exclude overheads.

(c) At 9/30/08, $5,780,489 was allocated to overheads.

(d) The Depreciation Expense calculation is correct. The ACC
Jurisdictional depreciation expense is$ (58,538).

(f) The Property Tax Expense calculation is correct. The ACC
Jurisdictional property tax expense is $ (11,603).

(g) Annual incremental operating and maintenance costs for Yucca Units
5 and 6 are anticipated to be $4.11 per MWH. The estimated
generation for Yucca Units 5 and 6 for 2009 are expected tobe a
combined total 50,000 MWH which results in estimated O&M costs of
$206k 8nnual1y_

(h) The 0&M calculation referenced in (g) is not dependent upon the
depreciable base and therefore does not change.

Witness: Daniel Kearns

i
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ARIZONA CORPORATION COMMISSION
STAFF'S SEVENTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
OCTOBER 24, 2008

Attadlment RCS-3
Docket No. E-01345A-084172
Page 33 of 137

Staff17.5 Financial ratio calculations. Please provide calculations of APS' financial
ratios for 2009 and 2010 using the assumptions stated below. The
calculations should include all three S&P metrics (FFO/Interest, PPO/Debt
and Debt/Total Capital) for 2009, and 2010 combinations of the following,
as well as any additional financial metrics used by Moody's' or Fitch:

a.Capital expenditure assumptions: (1) the $200 million and $500 million
capital expenditure reductions described by APS witness Brandt at the
interim rate increase hearings are assumed to occur during the periods in
which APS has identified them as occurring; (2) an additional $200
million of capita] expenditure reductions in 2009.

b. Equity incision assumptions: (l) no equity infusion in either 2008 or
2009; (2) an equity infusion of $400. million on May 31, 2009 (or if May
31 is a prohibited date, the nein available date alter May 31 for issuing
PNW equity) that assumes PNW can issue equity on that date at its net
book value.

c.Interim rate increase assumptions, an increase as of January l, 2009 of:
(1) $42.5 million; (2) $65 million; (3) $115 million; and (4) zero.

d. Permanent rate increase assumptions, new permanent rates effective on
1/1/2010: (l) a $300 million base rate increase that reflects APS'
requested rate base, APS' proposed base cost of fuel, adjusted PSA rates
for 2009 per APS' most recent PSA filing, APS' proposed capital structure
and cost rates for all elements except a 10.75% cost of common equity,
disallowance 'm full of APS' requested attrition adj vestment, and other
adjustments to APS' proposed O&M expenses sufficient to result in a
$300 million base rate increase (as opposed to APS' requested increase of
448 million). (2) a $250 million base rate increase that reflects APS'
requested rate base, APS' proposed base cost of fuel, adjusted PSA rates
for 2009 per APS' most recent PSA tiling, APS' proposed capital structure
and cost rates for all elements except a 10.75% cost of common equity,
disallowance in full of APS' requested attrition adjustment, and other
adjustments to APS' proposed O&M expenses sufficient to result in a
$300 million base rate increase (as opposed to APS' requested increase of
448 million).

i

Page 1 of 2



I

ARIZONA CORPORATION COMMISSION
STAFF'S SEVENTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES
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E-01345A-08-0172
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Response:

(a) ._ (d) Attached hereto as APSl3188 is a spreadsheet that represents the
Company's current projection of key financial results under the various
interim and permanent rate relief scenarios posed by this data request. As
that spreadsheet shows, under none of these scenarios will the Company
cam anywhere near its currently allowed return on equity of 10.75%. In
fact, APS's key credit metrics actually deteriorate in 2010underthe
permanent rate increase assumptions underpinning this analysis.

These calculations were based on construction expenditures of $894
million 'm 2009 and $708 million in 2010, which reflect the reductions
made pursuant to the Company's recently announced capital expenditure
reduction program (as described by Mr. Brandt and detailed in Exhibit 23
to the Interim Rate case).

In responding to this request, the Company did not assume that APS will
reduce its capital program by another $200 million in 2009 on top of the
$200 and $500 million capital reduction programs already being
implemented. Because the Company does not know thenatureof the
additional reductions contemplated by this request, it is unable to calculate
the impact of such reductions on its projected financial results.

Neither did the Company assume in these calculations that APS will
receive an infusion of common equity from Pinnacle Westin2009 or
2010. Given the highly volatile anduncertain current economic
conditions- conditions that some believe to be the worst that theUnited
States has seen since the Great Depression.- the Company does not know
when liquidity will return to the capital markets, what dates in 2009 would
be prohibited or when Pinnacle West's stock price will riseback above its
book value. For these reasons,APS did not assume that it will receive a
common equity incision in 2009. .

t

I

Witness: Donald Brandt

i

Page 2 off



I

I

1

1

i

Response to Staff Data Request 17.5: Financial Ratios Under Various Interim & Permanent Rats Re8 glRcs_3
Dcdwi ND. E»01345A-C8-0172
Page 35011371

I
I
I

A s s u m i n g  p e r m a n e n t  r a t e  r e l i e f  e f f e c t i v e  J a n u a r y  1 ,  2 0 1 0  o f

l

I

|

$ 2 5 0  m i l l l n n
Fuel S 184
Non-fuel 6 5
Tubal 2 5 0

$ 3 o 0  m i l l i o n
Fuel S 184
Non-fuel 115
T0lal 3 0 0

U n a 2 0 0 9 z o l o 2 0 0 9 2 0 1 0

1
2
3

As§uminq $0 mllllon of Interim rllvanues 11112009 !hrQuq_h tZl3112008
APS earnings
APS Return on equity
ACC return on equity

s 1 9 3
5.5%
5. 6%

s 2 0 4
5 . 8%
5. 9%

$ 1 9 3
5.5%
5.8%

s 2 3 5
6 . 7%
7. 0%

4
5
6

FFO to debt
Debt to capital
FFO Interest coverage

15. 9%
57. 9%

3. 5

14 . 8%
59. 3%

3. 4

15. 9%
57. 9%

3. 6

15. 5%
59 . 0%

3. 5

7
B
9

A l s u m \ n q $4ZA mill ion of interim revnnuas 1r112D09 through 12/31/2009
APS earnings
APS Return on equity
A c c return on equity

s 2 1 9
6 . 3 %
8. 5%

s 2 0 5
5 . 8%
5.9%

s 2 1 9
6.3%
6.5%

s 236
5 . 5%
7 . 0%

1 0
1 1
1 2

F F O  w debt
Deb( to capital
FFO interest  coverage

16 . 5%
57. 6%

3.8

1 4 . 9 %
59 . 0%

3_4

16. 5%
57.6%

3.8

1s.rs~v.
58.7%

3, 5

1 3
1 4
1 5

Agsuminq $55.2 million of lnigrlm revsnugg 111l2DOQ through 12!31I20Q9
APS earnings
APS Return on equity
ACC re turn on equity

s 2 3 3
6 . 7%
1. 0%

s 2 0 5
5 . 8%
5. 9%

s 2 3 3
B.7%
7 . 0 %

s 2 3 6
8 . 5%
T.0%

1 5
1 7
1 8

FFO 10 debt
Debt  to capital
FFO interest coverage

18. 9%
57. 5%

3. 8

14. 9%
5B.B%

3. 4

16 . 9%
57. 5%

3, 8

15.B%
58. 5%

3. 5

1 9
2 0
21

Assuming  $116 mill ion of Interim lwenun 1111299 !hrouq_h 1213112009
APS earnings
APS Recur  on eq ui t y
ACC return on equity

s s2 6 4
7 . 5%
8.0%

2 0 7
5.8%
5. 9%

s s2 6 4
7.5%
8. 0%

2 3 8
6 . 6%
5. 9%

2 2
2 3
2 4

FFO no debt
Debt to capital
FFO interest coverage

17. 6%
57 . 1%

3 . 9

15 . 0%
5B.5%

3.4

1 7 . 5 %
57. 1%

3. 9

15. 7%
58.1%

3.5

I

|
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StafT23.6 Refer to the response to Staff data request 18.5. Re: Commercial Matter
#7. Why wasn't the legal cost related to the Yucca Power Plant expansion
capitalized as part of the construction cost?

Response: Upon closer review, the legal costs for this matter were incorrectly
charged. APS will accordingly make the appropriate adjustments to
remove these charges &om the Test Year expenses and add them to the
Yucca plant rate base proforma as part omits Rebuttal Testimony filing.

;

I
1

Witness: TBD

E
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StaiTl3.17 Incentive Compensation. Refer to the response to Staff 6.114. (a) Please
provide for each year(2005 through 2008 to date) a breakout by FERC
account of the amounts shown for incentive compensationexpensethat
were charged to APS' O&M expense. (b) Please also provide the ACC
jurisdictionalamounts in the breakout requested inpart a

Response: (a) - (b) See the revised response to Staff6.114 and the schedule attached
hereto as APSl3153 provides a breakout of Incentive Compensation
charged to APS O&M by FERC account, including theAC C-jurisdictionaul
allocation.

SupplementalResponse :

Attached as APS13183 is the third quarter incentive compensation update.

I

e
I

Witness: Jason LaBenz
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ARIZONA CORPORATION COMMISSION
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Staff 18.8 Incentive Compensation. Refer to the responses to Staff Interim 3.21 and
the supplemental response to Staff 6;114. Please explain fully and in
detail the $10 million difference between the $18.3 million indicated as
the amount APS is requesting for recovery in Staff Interim 3.21 and the
$28.3 million indicated as the 2007 amount of incentive compensation
charged to O&M in the supplemental response to Staff 6.114.

Response: The response of $18.3 million in Staff Interim 3.21 is the incentive
expense for 'frontline and non-senior management accrued in 2007, which
was the incentive pay referenced in the portion of Mr. Brandt's affidavit
that was the subject of Staff Interim 3.1. The response of $28.3M in the
Supplemental Staff 6.114 is the incentive expense for all employees
accrued in 2007.

I

Witness' Donald Brandt
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Staff 12.33 Incentive compensation. Refer to the Company's response to StaN* 3.21
and APS08222. (a) For each year, 2006, 2007 and 2008, please identify
the actual "earnings level" achieved. (b) Are APS and PNW able to
equate eachPNW "earnings level" amount listed on APS08222, pages 1, 6
and 7 of 8 and each APS "earnings level" on APS08223, page 1, with an
achieved return on equity? If net, explain fully why not. If so, please
provide the corresponding achieved return on equity dollars and
percentage that equates to each "earnings level" amount in APS082222
and APS08223 that is related to incentive award funding. (c) With'respect
to the 2007 awards, please show exactly how APS' actual performance
measured up against eachsuccess indicator listed in APS08223. (d) With
respect to the 2006 awards, please show exactly how APS' actual
performance measured up against each success indicator listed in
APS08222. (e) Is the Palo Verde related incentive allocated to co-owners?

If not, explain iiiliy why not. If so, please show in detail how the amounts
awarded in 2006 and 2007 were allocated among APS and co-owners
Include supporting workpapers and calculations. (i) Are the $15.5 million
for 2006 and the $18.3 million for 2007 mentioned in response to Staff
Interim 3.21 the APS expense amounts? If not, what do those amounts
represent. (g) Please show the total amount of 2006 and, separately, 2007
incentive awards, and show in detail how such totals were (1) adloeated to
co-owners of jointly owned generating units, (2) charged to capital
accounts, and (3) charged to APS expense accounts. (h) Referring to the
response to StaN' Interim 3.21, please show a breakout of the $18.3 million
that APS is requesting by expense account. (i) Please show what APS
earnings level" (per APS08223, page 1) was achieved that enabled the

incentive compensation in 2007. (j) Does APS have a 2008 incentive
compensation plan, variable incentive plan, or other type of plan? If so
please provide a complete copy of such plan(s)

Response: (a) The actual earningsachieved was $327 millionat PNW for 2006 and
$284 million at APS for 2007- The2008year isnot yet available

(b) The achieved return on equity is influenced by various financial
factors,including the impact from the actualachievedearnings. See
Schedule A-2 line 12 of our rate case tiling for the actualachievedreturn
on equity for 2006 and 2007

(c) and (4) See response toStaff 6.88 at APSIZ946 and APS12947

Page 1 of 2
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staff 12.33

Response Continued:

(e) - (h) The PV owners pay for their share (based on ownership %) of the
PV incentive costs. Incentive costs are charged out as payroll costs'are
charged. The amounts of $15.5 million for 2006 and $18.3 million for
2007 represented estimates of the amounts charged to APS operations and
maintenance expense for those years in response to Staff 3.21. Based on a
more detailed analysis for 2007, the total estimate of amounts charged to
various operating and maintenance accounts has been revised to $19.3
million. See attachment APS0900l for the amounts and accounts charged
to APS operating and maintenance costs, other participant plant owners
and to the other APS expense accounts. A similar detailed analysis for
years other than the Test Year has not been performed.

(i) See (a) above.

G) See response to Staff 6.88.

iI
I

Witness: TBD

I
I

r

E
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2007 Incentive Costs

Incentive Costs Charged to APS
Account s in 000's 3./2

2,407
57

(220)

I

920
928
9 3 0
935
506
524
546
566
588
598
903
916

64
4.686
2,554
1,262

970
2,187
1,756
2,373
1,243

1

APS.O&M 51%

APS FuelHandling 501 18 0%

APS Construction 7,824

27,181

21%

Total Incentive Charged to APS

107

$

Incentive Costs Not Included In APS

426
417

177
27

204 1 %APS BTL Other Expense

Other Participant Plant Owners 28%

Total Incentive Not Included in APS s

10.696

10.900

Total s 38,081 I 100%

I

I

:

i

6
I

I

APS09D01
Page 1 of 1
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REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES
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Staff 19.7' Stock-based Compensation. Refer to the responses to Staff 6.123, Staff
12.35,Staff 13.12 and Staff 13. 13. Each of the referenced responses
indicates a different amount for stock-based compensation ($6,l4l ,000,
$3,692,642, $4,445,052 and $5,541 ,432, respectively) (a) Of the stock-
based compensation listed in the referenced responses, please identify
clearly and explain fully the total amount APS is requesting for recovery
in this proceeding. (b) Please provide the ACC jurisdictional amounts that
relate to the $6,141 ,000 provided in Staff 6.123 and the $s,541,432'
provided in the response to Staff 13.13.

Response:
(a) The differences among the different stock based compensation identified

in each of the previous responses are as follows:

$6,141,000 is the amount of total stock based compensation,
including the associated payroll taxes, charged to APS during
the Test Year, Also see the response to part (b). .
$5,541 ,432 is the amount of total stock based compensation,
excluding the associated payroll taxes, charged to APS O&M
during the Test Year. Also see the response to part (b).
$4,445,052 is the APS Test Year expense for stock based
compensation for officer-level employees and does not include
associated payroll taxes. .
$3,692,642 is the APS Test Year expense for stock based
compensation for only the ten officers whose compensation
charged to 2007 O&M expense was the top ten highest for APS
in 2007 (which was all that was requested in that question).
These amounts also do not include associated payroll taxes.

(b) Attached asAPS13l94 is the requestedschedule.

I

I

Witness: Jason La Benz

I

_

_
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ANnum
1830000
42e4000
4265000
rococo
5010000
5060000
5100000
5170000
5190000
5240000
520004)
5460000
5470000
s4auouo
5510000
5500000
ssaacoo
5000000
5860000

5880000
5900000
9010000
eozcooo
9080000
9070000
9090000
9160000
r o c o c o
9200002
9250001
9200001
9280000

T o w

Toho APS
Amount Tax-

5 11.350 s 795 s
153.082 10.718

33,256 2,328
(225_894) n5.sBal

15.082 1,052
15,234 1,065

(21,583) (1,511)
213,209 14.925

9_q77 sos
18,195 1.267

(mas) (4434)
4.574 320
2,752 193

40.879 2,862
(6_690) ans
22.338 1,554
49,119 5.438

170,720 11.950
24.935 1.745
10,962 767
55440 3,869

125,054 8,754
24,935 1,745
z:a,a7o 1,671
4s,049 3,013
25.259 1,aae

125,295 aim
3,7261520 260.ass

asa.aoe 5s,7es
7,017 491

222,740 t5,592
l1a.aasl (9341

$5,739,120 401,738s s

vans
12,145

183,798
3s.5a4

(242177)
1s_os4
1e, 300

(23-094)
22s,134

9.713
19,372

(21 ,919)
4_as4
2.945

43,741
n m )
pa,scQ
52.567

1a2,671
2s,sau
1t,729
59,0co

133,807
2s.sao
25,541
4s,ce2
28.097

134,065
3.987.377

913,573
7,5419

23s,:e:s2
(14,270)

5,140.559

APS CMI & pqmn Tazmn
Amount Taxes Tool

s . s . s

(226,894)
1s,aaz
15.z34

(21-583)
213,209

s,¢rn
1a,10s

(20,455)
4.574
2.752

40,679
(5890)
z2,s:aa
49.119

170,720
z4,s35
1o,ss2
55.140

125,us4
24,935
23,870
4a,o4s
2s,2ss

125,295
3.725.520

s a u n a
7.017

222,140
(13,335)

$5,541,432

Accwnsmeuunal Amount d'
Smack Bausd Compensation

s

(15,853)
1,952
w a s

(1 .511 )
14.925

sos
1,257

(11434)
320
193

2,as2
(482)

1 .564
3,438

11 .sec
1,745

767
3,850
B,754
1.745
1.671
3,o13
1 ,ala
8.771

250.858
59,786

491
1s_5s2

(904)
so~/,sou s

u42.77n
18.084
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(2s.094>
aa_124

9.71:
19,372

(21,919)
4.894
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43,141
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1a2.e71
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11,729
so,ooo

133.807
2s.sao
25,541
44s.0s2
28.091

1a4,oes
3.967.377

913,573
7.509

238.332
(14,270)

5,929,333

Acc Jursulainn-I
Amount Taxer:

s . s . s

110.720
24,755
10,9s2
55,140

124.a95
24_srn
2s,e4o
4a,049
zs,zs9

125.136
a.sco.2n

e01,s72
s.591

2u9,21a
(12,527)

s 5,1n,eoe s

(222_a7s)
14,565
14,964

(21 ,057)
209,4a5

5.817
17,734

(19,888)
4,493
2.685

4o,1ss
(6,768)

11,sso
1.733

757
u s e
a,74s
1.743
1,569
3.013
1,aaa
8,758

z4s.o2o
56.138

461
14,545

(577)
362.432

(15,801)
1 ,021
1,047

(1,414)
14,5so

s24
1 ,zs

(1 .aw
315
188

2,a11
(474)

182.s71
2e.4aa
11-729
s9.000

1 4 6 3 7
25,545
2s.sos
4s,os2
2a,091

1aa,a9s
s,745.:mcs

B55,110
7-953

22s,asa
(13,404)

$5,549,039

(238,479)
1s.ssa
15,011

(22,531)
224.ass

9,541
19,1129

(21 ,385)
4,ane
2,873

42,967
(7_242)

Tuna
ACC Jurisdictional of.
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o.000%
8.000%
0.000%

98.23098
97,562%
ss.2so-A
97.56296
98.23059
9B.230%
98.23054
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s7.ss2%
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0.000%
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100.00Cl"/r
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Docket No. E-01345A~0B-0172
Page 45 of 137

Staffl6.l03 Injuries and Damages. State the amount of injuries and damages expense
for each of the last three years, and forthetest year, by account.

Response: Please see table below:

1

Injuries and damage expense is charged to account 925 as noted in the table below :

Year Account Account Description
Injuries/Damages
(Total Company)

2004
2005
2006
2007

925
925
925
925

Injuries and Damages
Injuries and Damages
Injuries and Damages
Injuriesand Damages

$

s

]1,871,265
6,875,486
7,519,985

10,087,378
24,482,849

I

!
x

Witness: Jason La Benz
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Staff 12.34 Refer to the Company's response to Staff Interim 3.23. (a) Did Pinnacle
West provide any e-mail authorizations or correspondence to CRA related
to the work performed by CRA? If not, explain fully why not. If so,
please provide the email that APS and Pinnacle West 'sent to CRA. (b)
How much of the CRA cost was charged to PNW and to other PNW
subsidiaries besides APS? Identity the total amount of CRA charges and
the amounts charged to each affiliate other than APS. (c) Did CRA
perform the work specified in the August 28, 2007 letter? If not, explain
fully why not. If so, please prow'de the work product. (d) Did CRA make
any reports on the progress of its work? If not, explain fully why not. If
so, please identify when those reports were made, to whom and whether
any were in writing.

Response :

(a) APS has no documents that respond to this request as authorizations
were handled verbally by APS in response to the proposal provided
by CRA which was provided in Staff 3.23.

(b) Total CRA charges were $293,230. As previously responded, APS
was charged $287,l 16. APSES was charged $2,559 and PNW was
charged $3,555.

The work referenced in Stall' 3.23 accounted for $1155884 in total
(Sl10,901 to APS). Upon additional reviewof the invoices paid to
CRA, APS determined thatone invoice in the amount of $24,268
was incurredin order to develop a formula rate for a FERC
jurisdictional customer. Due to the fact this invoice is related toa
FERC customer it should not be reflected in the rate tiling as an
ACC jurisdictional cost. An adjustment will be made to the
Company's Cost of Service when the Company files Rebuttal
testimony. The remainder of the charges ($l53,078) were for work
performed on generation planning and market-based rates used by
APS for off-system sales. This amount was jurisdictional zed
between ACC and FERC.

(C) Yes, the work referenced in the response to Staff Interim 3.23 was
performed and the report wascommunicated verbally to APS.I

i
I

I

1

Cd) Yes, various interim updatesreferenced in the response to Staff
Interim 3.23 were provided by CRA to Donald Brandt during the
progress of the engagement. The updates were provided verbally.

Witness: Donald Brandt
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Staff13.9 Lobbying. Refer to Mr. Rumolo's workpapers DJR_WP6. (a) For each
amount that was recorded in Account 426100 and 426400, please explain
iillly and 'm detail why APS recorded the cost in those accounts. (b)
Please provide all accounting authority and guidance APS used for
recording the amounts listed on workpaper DJR_WP6 in Account 426100
and 426400. (c) Upon what specific provision of DecisionNo.69663 is
APS relying for the inclusion of below-the-line lobbying and donations in
O&M expense? (d) is APS aware of any other Arizona utility being
allowed to included below-the-line expenses for donations and lobbying in
Accounts 426100 and 426400 inO&Mexpenses? If not, explain lilly
why not. If so, please identify adj instances of which APS is aware. (e)
Please identify all specific lobbying activities during the 2007 test year
upon which APS incurred expense that is listed on Mr. Rumor's
workpapers DJR__WP6. (i) For each lobbying project identified in
response to part e,pleaseprovide the related documentation and identify,
quantify and explain the benefits to APS. (g) Please identify each .
donation during the 2007 test year upon which APS incurred expense that
is listed on Mr. Rumolo's workpapers DJR_WP6. (h) For each donation
identified in response to part g, please provide the related documentation
and identify, quantify and explain the benefits to APS.

Response:

a). Amounts recorded in 426.1 and 426.4 were recorded 'm compliance
with the Code of Federal Regulations (FERC) and Generally Accepted
Accounting Principles (GAAP).

i b) See response to part a above.

c) See responsetoStaff 6.108

z
I

d) APS is not~ specifically aware of the treatment granted to other Arizona
utilities regarding lobbying activities. For the reasons set forth in the
testimony of Donald Brandt and the specific provisions discussed in
Decisions No. 69663, APS believes these activities result in benefits to
its customers and therefore a portion oftherelated costs should be
included as costs of providing service. .

e) See response to Staff 6.108 and the Direct Testimony Workpaper of
David Rumolo, DIR__WP6.

Page 1 of 2
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I
I

ARIZONA CORPORATION COMMISSION
STAFF'S THIRTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-0134-A-08-0172
OCTOBER 16, 2008

Stailfl3,9

Response Continued:

1) Seeresponse to Staff 6.108 which references Attachment DEB-6 to
Donald Brandt's Direct Testimony, a report which highlighted
important lobbying activities that occurred during the Test Year for
both Federal and Public Affairs.

g) Sec attached Index as APS13150 which details each donation included
in the Lobbying proforma.

h) The supporting docwenmion for each donation referenced in the
Index provided in answer g) above is arched as APS13382 to
APS13439.

F

i

i

!E
I

Witness: David Rumor

1

I
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Attachment RCS-3
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Stafil20.8 Interest Expense. Refer to Company workpaper JCL_WP25 and the
response to Staff 13.1. The referenced workpaper indicates interest
expense of$154,854,000 (total Company) and $131,756,000 (ACC
Jurisdictional), but the response to Staff 13.1 indicates interest expense of
$166,497,622 on a total Company basis (revised from $175,232,969 as
shown on Bates APS09014, provided with that response). (a) Please
explain and reconcile this discrepancy. Identify, quantify and explain each
reconciling item. (b) Please provide the ACC jurisdictional amount that
relates to the revised amount of $166,497,622 from Staff 13.1.

Response: (a) & (b) The $154,854,000 (Total Company) and $131,756,000 (ACC
Jurisdictional) interest expense is calculated on an unadjusted rate base.
The $166,497,622 was calculated using an adjusted rate base. The
schedule attached hereto at APS13198 reflects the Company's pro-forma
adjustmentsusedto derive Total Company Interest Expense of
$166,498,000 and ACC-jurisdictional Interest Expense of$143,1 l 1,000.

|
I

1
I

r Witness: Jason La Benz

5

I
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Docket No. E-D1345A-08-0172
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S!a§l4.12 Emission allowances. (a) Please identify, quantify and explain each type
of emission allowance that APS held as of each of these dates: 12/31/06,
12/31/07 and 6/30/08. (b) For each typeof allowance, please also provide
APS' unit and total cost for the allowances, as of each date. (c) For each
type of allowance, please also provide themarket valueof the allowances
as of each date. (d) Please identify any gains or losses APS recorded on
the sale of emission allowances, by accost and amount, for each of the
five years, 2003-2007. (e) Please describe in detail how APS accounts for
emission allowances. Provide the related documents which describe APS'
accounting process for emission allowances. (f) The Wall Street Journal,
July 30, 2008; Page Al6, reported that the U.S. Court of Appeals for the
District of Columbia Circuit that struck down the Clean Air Interstate
Rule. The regulation, announced in 2005 and covering more than two
dozen, mostly Eastern, states, sought touring about major reductions in
smog-forming and soot-producing emissions that contribute to respiratory
illnesses by instituting a "cap and trade" system in which companies that
exceed their emissions caps can buy allowances from companies that do
not. Is APS aware of that recent federal court's decision to strike down the
Environmental Protection Agency's Clean Air Interstate Rule? If not,
please explain why not. (g) Does APS expect that the recent federal
court's decision to strike down the Environmental ProteCtion Agency's
Clean Air Interstate Rule referred to in part f, above, will have any impact
on the value of APS' emission allowances? Ipso, please identify, quantify
and explain such impact. If not, explain fully why not.

Response: (a) - (b) APS only has sulfur dioxide (SON) allowances. The following
table summarizes the quantity and cost of allowances:

i
l
i
I Date Quantity Cost

Weighted
Average
Unit Cost

12/31/2006 1,080,789 $2,905

12131/2007 1,129,775 $2,905

06/30/2008 1,131,255 $ 726

$0.00269

$090257

$0.000e4

+
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ARIZONA CORPORATION COMMISSION
STAFF'S FOURTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A.08-0172 -. INTERIM RATES

August 13, 2008i

1

I staff4.12

II
Response Continued:

(c) The Company does not track the market Value of emission allowances
because we account for them at cost, and the allowances will be needed by
APS to operate its plants (now and in the future), and are not held for
speculative purposes." In addition, there are not quoted market prices for
all vintages.

(d) See below for gains recorded:

Year

Gain on
Disposition of

Pr°p¢l1v
Account 421.1

$

Construction
Work In

Progress
Account 1o1 Total Galns

$2003
2004
2005
2008
2007

Gains from
Dispositlcn of
Allowances

Account411 .8

s 137,398
3,960,654

532, 107
6,511,547

339,353

4,638,025

7,675,893

$ _
4,636,025

7,675,893

137,398
13,232,714

532,107
21,863,333

339,353

(e) Allowances are recorded at cost in Account 158.1, Allowance
Inventory,or Account158.2, Allowances Withheld, as appropriate.

The cost of allowances remitted to the EPA for the year arc charged to
expense (Account 509, Allowances) monthly based on each month's
emissions with an offsetting credit to Allowance Inventory.

Net gains on the sale of excess emission allowances (after offsetting the
related O&M costs such as lime to scrub the pollution, etc.) are shared
50/50 between customers and shareholders consistent with the ACC's
general policy regarding the sale of APS utility property (see Decision No.
55931 (April l, 1988)). APS's treatment ofS02 allowances has been
known to and accepted by Staffsinceat least 1995.

4
I

i

Page 2 of 3
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ARIZONA CORPORATION COMMISSION
STAFF'S FOURTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES
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E-01345A-08-0172 .. INTERIM RATES
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Attachment RCS.3
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Page 53 of 137

staff 4. 1 z

Response Continued:

The portion of the gain related to offset of the related O&M costs is
credited to account411.8 "Gains &om disposition of allowances." The
customer portion of the gain is treated as a contribution in ad of
construction for pollution control equipment and is credited to account 107
- "Construction Work in Progress." The shareholder portion of the gain is
credited to account 421 .1 - "Gain on disposition of property."

To the extent the EPA withholds allowances to be sold at auction, the
gains are credited to account411.8 "Gains Hom disposition of
allowances."

(f) Although Arizona was not subject to the Clean Air Interstate Rule
("CAIR"), we are aware of the referenced case,State of North Carolina et
al.v.EPA,No. 05-1244, decided on July 11, 2008 by the U.S. Court of
Appeals for the District of Columbia Circuit. The decision vacates CAIR
and the CAIR Federal Implementation Plan and directs EPA to promulgate
a rule consistent with the court decision. APS provides no opinion on the
characterization of the intent or scope of CAIR included in this question,
except to note that CAIR would have established a cap-and-trade system
for emissions of NO, and S02 for 28 eastern states and the District of
Columbia.

(g) APS has no information or expectation regarding the potential impact
of the coult's decision on the future value of the Company's emission
allowances.

\

Witness: Jay LaBenz
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ARIZONA CORPORATION COMMISSION
STAFF'S SEVENTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
OCTOBER 24, 2008

Attachment RCS-3
Dad<et No. E-01345A-08-0172
Page 54 of 137

Staltf 17.6 Since APS prepared its most recent PSA filing, has there been a
significant change in the cost of fuel or purchased power? If so, please
identify all significant changes of which APS is aware, and identify,
quantify and explain all changes which would impact APS' fuel and
purchased power expense by $5 million or more.

Response' On September 30, 2008, APS filed its preliminary estimate for the 2009
PSA Forward and Historical Component Adjustors based on a forecast
that assumed August 29, 2008 forwardrnarket prices for natural gas and
purchased power. Based on our latest forecast using September 30, 2008
market prices, 2009 projected fuel and purchasedpowercosts have
decreased by approximately $10 million since the 9/30/08 PSA Filing. The
forecast based on 9/30/08 market prices shows that 2009 natural gas and
purchased power prices have declined for 2009 delivery by approximately
l2% and 10%, respectively. We have hedged approximately 85% of our
gas and power needs for 2009; leaving a reduction in fuel and purchased
power costs of approzdmately $17 million. Offsetting this reduction is an
increase in coal contract costs of approidmately $6 million related
primarily to higher railroad libel surcharges and fiiel costs at the coal
mines. All other changes are smaller than $5 million and net to a
reduction of $1 million. APS is required to tile on or before December 31"
an update to the adjusters and that will be the basis for the February '09
adjustor.

Witness: Pete Ewen



ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FOURTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NOVEMBER 18, 2008

Attachment RCS-3
Docket No. E-01345A-08-0172
Page 55 of 137

StalBI24.2 Refer to Mr. Ewen's wodcpapexs at PME__WP9, page 2 of 9. Please
provide cunem information for each month of 2010 and for the total year
2010 for each of the following market price series' (a) Palo Verde On-
Peak; (b) Pro Verde Off-Peak; and (c) Delivered Natural Gas. What
impact doesusingcurrent prices for these items have on APS' base cost of
fuel projection for 2010? Please show in detail and provide supporting
calculations, similar to PMB-WP9 in Excel.

i

Response: Please see attached APS13801 for current 2010 Palo Verde On-Peak, (Jif-
Peak, and Delivered Natural Gas prices.

The Company is 'm the process of updating the major components of the
fuel and purchase power pro forma and will submit new data concurrently
with Mr. Ewen's rebuttal testimony.

I

i
i

Witness: PeteEwen
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ARIZONA CORPORATION COMMISSION
STAFFIS SIXTH SET OF DATA REQUESTS TO

ARJZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE O1=RETURN
E-01345A-08-0172
AUGUST 19, 2008

Atiadament RCS-3
Dad<et No. E-01 a45A-0a-0172
Page 57 of 137

Staff6.77 Please provide all Edison Electdc Institute invoices related to EEl
expenses recorded during the test year.
a Please reconcile the amounts shown on the EEl invoices with the EEl

expense recorded in each account during the test year.

Response: Please see awachments APS12847 and APSl2848 for a copy of the EE!
invoices and accounts lo which the expenses were recorded during the
TestYear.

Witness: Jason La Benz
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FERC Account*

920 $2,415
920 $100
506 $71,898
566 $7,500
923 $33,750
930.2 $640,855
TOTAL $756,518

ARIZONA CORPORATION COMMISSION
STAFF'S THIRTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

OCTOBER 16, 2008

Attachment RCS-3
Docket No. E401345A-08-0172
Page B1 of 137

Staff13.l5 EdisonElectric Institute Dues (BED. Refer to the responses to Staff 6.76
and Staff 6.77 and the table below. The response to Staff 6.76 indicates
that APS is requesting recovery of EEl dues in the amount of $718,173,
but the response to Staff 6.77 indicates that EE] dues in the amount of
$756,518 were recorded above the line (and $136,564 recorded below the
line inFERs Account 426-4). (a) Please explain and reconcile this
discrepancy. Identify, quantify and explain each reconciling item. (b)
Please provide the ACC jurisdictional amounts of the test year EEl dues
shown in the table below.

* Per workpaper APS12847

Response:
(a) staff 6.77 asked for allEEl related invoices, whereas Staff 6.76

specifically asked for only EEl membership dues. Please see table
below for a reconciliation between Staff 6.76 and Staff 6.77.

Total per
Staff 6.77

$71 .898
7,500

EE\ Non-Dues
Related

$(2,415)
I (7,500)

JV
Adjustment

Dues not
included in 6.77

Total per
Staff6.76

$69,483

3,so5
33,750

(1 _o90)
70

1,150

300

70
s,ses

33,750
300

611,005
$718,173

F E RC
Account

506
586
585
9 2 0
923
924

930.2
Total

642,005
$758,658 $(11 ,ooh)

(31 ,ODO)

$(31,000) $1 ,520

Page 1 of 2
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Docket ND. E-01345A-08-0172
Page 62 of 137

t

ARIZONA CORPORATION COMMISSION
sTA1=1='s TI-IIRTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A--8-0172
OCTOBER 16, 2008

Staff13.15

Response Continued:

There were $1,520 included as dues in Staff 6.76 related to individual
employee EEl memberships that were inadvertently not included in
Staff 6.77. In August 2007, journal entry was done which
reclassified $31,000 from FERC 930.2 to FERC 426.4 to report the
appropriate lobbying portion of Regular Dues and Industry Structure
Assessments of 40% and 20%, respectively, per invoice #
1000050749.

(b) Below is a table with the ACC-jurisdictional amounts of Test Year EBI
dues per the correct table in part (a).

Total
$69,483

ACC
Jurisdictional

$58,253

FERC
Account

506
566
586
920
923
924

930.2
Total

3,349
31,701

70
3,585

33,750
300

611 .005
$718,173

573,911
$577,214

I
I

!

l
I

Witness: Jason La Benz
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ARIZONA CORPORATION COMMISSION
STAFF'S SEVENTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A~08-0172
OCTOBER 24, 2008

Attachment RCS-3
Docket NQ. E-01345A.08-0172
Page 63 of 137

J StaE 17.7
I

T

Depreciation. Account 370.01. Refer to Aps090l 1, 2008 Depreciation
Study workpapers. (a) Show in detail how each of the "derived additions"
in column c on page 194 of 374 was derived. Include complete supporting
calculations. (b) Provide the accounting entries and dl journal entry
support for the $65,427,927 "sales, transfer and adjustment" amount for
2004 in column E on page 195 andpage196. (c) On page 194, please
explain what the amounts in column E, "amount surviving" based qr
experience to 12/31/2007 represent. (d) Are the "amounts surviving" for
1998 through 2003 plant in account 370.01 as of 12/31/2007 consistent
with a Eve-year amortization? If not, explain fully why not. If so, explain
in detail how. (e) What depreciationoramortization rate did APS use for
Account 370.01 in each year,1998through 2007?

Response:

(a) All transactionsused to derive Column C were provided in response to Staff
6.15. Open the database, :litter on the desired account, 'filter adj transactions
excluding Code 20s and sum the resulting transactions for each vintage year
to produce results shown in the schedule attached as APSl3179.

(b) The $65,427,927 was a system transfer for meters. APS had one
depreciation group for meters excluding AMI meters. In 2004 these meters
were split into two distinct depreciation groups, electronic meters and the
electromechanical meters. 37001 are the newer electronic meters and 37002
are the old electromechanical meters. The.$65.4M was the transfer from the
37002 depreciation group to 37001 .

Please see APS0901l pages 195, 202 and203. Page 202 and 203 show the
transfer &on (credit)37002 (electromechanical meters) to 37001 electronic
meters which is shown as a debit on page 195 .

(c) Column C is the age distribution of surviving plant at December 31, 2007 as
also reported in the Generation Arrangement shown in Column C, page 193.
An age distribution is plant surviving (i.e., in service) by vintage year of
placement.

l

Page 1 off
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ARIZONA CORPORATION commlsslon
STAFF'S SEVENTEENTH SET OF DATA REQUESTS To

ARIZONA PUBLIC SERVICE COMPANY, .
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
OCTOBER 24, 2008

Attachment RCS-3
Docket No. E-01 MSA-08-0172
Page 64 of 137

I Staff 17.7
I
I

i
I Response Continued:

(e)

(d) Yes. These vintages will be retired upon implementation of amortization
accounting. Vintages 2003-2007 and any subsequent additions will be
retired as each vintage achieves an age equal to the amortization period
Amortizationover five years is consistent with APS's commitment to a
program of replacing electronic and electromechanicalmeterswith AMI
meters by 2012. See also White direct testimony, page 12, lines 1 ff, White
Attachment REw-l, page 3-4, response to Staff 6.43; response toStaff
6.51 , response to Staff l2.25; and response to Staff 12.27.

The depreciation rates from 1998 to 2007 were as follows:

3700l' ElectronicMeters
1998 to March 2005-
April 2005 to June 2007:
July 2007 to present:

4.54%
3.61%
3.68%

37002: Electromechanical Meters
1998 to March 2005:
April 2005 tO June 2007:
July2007to present:

4.54%
2.84%
3.02%

Witness' Ronald White

i
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Attachment RCS-3
Docket No. E-01345A-0B-0172
Page 65 of 137

Adjusting Year

I
|

Account
37001
37001
37001
37001

Activity Year
2005
2004
2008
2004

Code
10
33
10
10

37001
37001
37001
37001
37001
37001

2005
2005
2006
2005
2005
2007

10
10
10
10
36
10

37001
37001
37001
37001

2005
2006
zoos
2007

10
10
33
10

37001

Vintage
2004
2004
2004
2004

20o4To¢al
2005
2005
2005
2005
2005
2005

2005 Total
2006
2006
2006
2006

2008 Total
2007

2007 Total
2007

Amount
739,912.92

10, 127,690.37
56,081 .22

791,807.65
11,115,492. 16

(322.259.48)
11,535,4B9.00

37,827.21
85,498. 12

322,259.48
(251 ,749.8B)

11 ,406,844.45
14,806,462.12

102,809.92
(99,975.0'4)

1,224.49
14,810,520.49

10 121186,852.35
12.186,852. 36

.

I.
l

t
1

r

:

I

APS13179
Page 1 of 8
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Account
37002
37002
a7002
37oo2

Activity Year
1993
1992
1972
1971

Adjusting Year Code
33
33
10
10

1973

37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
1972
1973
1973
1975
1977
19B6
1990
1990
1992
1972

1990

15
33
10
10
10
10
33
33
10
10
33
10

1973
1974

1974

1975

37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
.a100z
37002
37002
37002

2004
1993
1973
1973
1973
1974
1974
1975
1975
1978
1976
1977
1986
1990
1990
1992
1973

1973

16
33
10
10
10
10
10
10
10
33
10
33
33
10
10
33
10

16
33

1974

1974
1975

10
10
10
10
10
10
33
33

l
I

I

I

37002
a70o2
37002
37002
37002
37002
37~02
37002
37002
37002
37002
37002
37002
37002
37002

Visage
1 9 7 1

1971
1971

1971

1971 Total
1972
1972
1972
1972
1972
1972
1972
1972
1972
1972
1972
1972

1972 Total
1973
1973
1973
1973
1973
1973
1973
1973
1973
1973
1973
1973
1973
1973
1973
1973
1973

1973 Total
1974
1974
1974
1974
1974
1974
1974
1974
1974
1974
1974
1974
1974
1974
1974

1974 Total

2004
1993
1974
1974
1975
1975
1975
1976
1985
1989
1990
1990
1992
1992
1974

1990
10
10
33
10
10

Amount
(12,023.00)

(269,B70.17)
806.119.52

0.28
524,426.63
(3,838.48)
(Q,005.00)

1,052,321.00
30,501 .00
(8,B83.00)

447.00
(1,007.00)

(58,597.00)
67.00

(s7"00)
123,497.19

0.58
1,125,536.29

(6,219.16)
(G,564.00)

936,735.00
(9,199.00)
(1,176.00)

510,017.00
(506,954.00)

6,633.00
<s,e3a.00)

(281.00)
2,656.00

(2,503.00)
(13,579.00)

371.00
(371.00)

588,887.49
0.48

1,491 ,838.81
(8,107.32)

(304.00)
1 ,055,674.00

(66.00)
2,525.00
(304.00)

(1,255.00)
1,247.00

(5,918.00)
14,837.00

250.00
(250.00)

339,305.28
120.00

0.58
1 v397,7M.54

a
I

APS13179
Page 2 of 8
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Account Activity Year Adjusting Year Code

1975

I
1976

I|

37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
1975
1975
1976
1978
1976
1986
1990
1990
1992
1975

1990

15
33
10
tO
33
10
10
33
tO
10
33
10

37002
37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
1976
1976
1977
1986
1990
1992
1976

1975
1976

16
33
10
10
10
33
10
33
10

1977
1979

18
33
10
10

1978

37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
1977
1977
1977
1978
1978
1986
1990
1990
1992
1977

1990

10
1 0
10
33
10
10
33
1 0

37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
1978
1978
1979
1979
1982
1984
1985
1986
1990
1992
1978

1978

1979

15
33
10
10
10
10
10
33
10
33
10
33
10

37002
37002

Vintage
1975
1975
1975
1975
1975
1975
1975
1975
1975
1975
1975
1975

1975 1zna1
1976
1976
1976
1976
1976
1976
1976
1976
1976

1976 Total
1977
1977
1977
1977
1977
1977
1977
1977
1977
1977
1977
1977

1977 Total
1978
1978
1978
1978
1978
1978
1978
1978
1978
1978
1978
1978
1978

1978 Total
1979
1979

2004
1993

16
33

Amount
(4,087.80)
(427.00)

915,523.00
(17,950.00>

(135.00)
12,316.00

(10,074.00)
1,773.00

28.00
(26.00)

(291,469.72)
0.42

605,468.90
(4,661.14)
(382'oo)

858.021 .of
(22,508.00)

(22.00)
6,548.00
148.00

(19,034.51)
0.74

818,110.09
(6,471.93)
(4,354.00)

1,912.294.00
(49,070.00)

(7,126.00)
55,269.00

(36,135.00)
(5,939.00)

505.00
(505.00)

(162,518.18)
0.36

1,695,949.25
(6,465.M)
(1,553.00)

1,965,179.00
(14,804.00)

111064.00
(7,84B.00)
8,874.00
(127.00)

38,563.00
(29,367.00)

164.00
(425,983.52)

0.62
1,537,698.56

(12,219.49)
(993.00)

APS13179
Page 3 of 8
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Adjusting Year

1979

Account
37002
37002
37002
37002
37002
37002
37002

Actn'lity Year
1979
1979
1986
1990
1990
1992
1979

1990

Code
10
10
ea
10
10
ea
10

I

I

1
1980

1981

37002
37002
.37002
37002
37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
1980
1980
1981
1981
1982
1983
1983
1988
1992
1980

1983

16
33
10
10
10
10
10
10
10
33
33
10

1981

37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
1981
1981
1982
1986
1990
1990
1992
1992
1981

1981

16
ea
10
10
10
33
10
10
33
10
10

1982

37002
37002
37002
37002
37002
37002
37002
37002
87002
37002
37002
37002

2004
1994
1993
1982
19B2
1983
1985
1985
1990
1999
1992
1982

1990.

18
33
33
10
10
10
10
33
10
10
33
10

37002
37002
37002
37002
37002
37002

Vintage
1979
1979
1979
1979
1979

. 1979
1979

1979 Total
1980
1980
1980
1980
1980
1980
1980
1980
1980
1980
1980
1980

sao Total
1981
1981
1981
1981
1981
1981
1981
1981
1981
1981
1981

1981 12Ha1
1982
1982
1982
1982
1982
1982
1982
1982
1982
1982
1982
1982

198212na1
1983
1983
1983
1983
1983
1983

2004
1993
19B3
1983
1984
1985

1983

16
33
10
10
10
10

Amount
2, 183,603.00

(18,448.00)
(5.297.00)

377.00
(377.00)

(21,945.86)
0.40

2, 124,700.05
(7,342.65)
(1 ,286.00)

2,216,582.00
(36.117.00)

8,971.00
(4,000.00)

7 773'00
2,577.00

(3,583.00)
(18, 198. 00)
293,802.74

0.44
2,459,179.53

(9,762.70)
(1,933.00)

3.362,892.00
(66B.00)

11 .315.00
(7,6l/8.00)

208.00
(208.00)

(520,030.42)
143.00

0.41
2,834,280.29

(8,925.49)
59,804.00
(4,605.00)

3,238,282.00
(77,709.00)

1,839.00
162.00

(88.750.00)
191 .00

(1 Q1 .00)
(955,610.24)

0.50
2.1G3,487.77

(13,265.29)
(1,484.00)

6,020,855.00
(17,983.00)

56,238.00
420,00

/

J

i

I

i
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Page 69 of 137

I
Account

37002
37002
37002
37002
37002
37002
37002

Activity Year
1985
1985
1986
1988
1992
1992
1983

Adjusting Year
1984
1985

Code
10
10
33
10
33
10
10

1984

37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
1984
1984
1985
19B5
1985
1990
1990
1992
1992
1984

1990

16
33
10
10
10
33
10
1 0
10
33
10
10

37002
37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
19B5
1985
1988
1986
1991
1992
1985

1985

1986

15
33
10
10
10
10
i s
33
10

1986
1987
1988

1986

37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002

.37002
37002
37002
37002

2004
1993
1986
1985
1985
1986
1987
1987
1988
1988
1988
1990
1991
1992
1992
1986

1988
1988

15
33
10
10
10
1 0
1 0
10
10
10
10
10
18
33
10
10

37002
37002
37002
37002

Vhwage
1983
1983
1983
1983
1983
1983
1983

1983 Total
1984
1984
1984
1984
1984
1984
1984
1984
1984
1984
1984
1984

1984ITotaI
1985
1985
1985
1985
1985
1985
1985
1985
1985

1s8s 1zna|
1986
1986
1986
1986
1986
1986
1986
1986
19B6
1986
1986
1988
1986
1986
1986
1988

1988 Total
1987
1987
1987
1987

2004
1993
1987
1987 1987

18
33
10
10

Amount
(54,413.00)

(269.00)
(5S,086.00)

1,980.00
(2,766,555.13)

234.00
0.46

3,169,662.04
(22,678.06)
(1,634.00)

5,723,662.00
(21,117.00)

10,623.00
(7,232.00)
9,700'00

49.00
(49.00)

(542,373.04)
485.00

0.38
5,149,438.28

(25,539.01 )
(200.00)

8,210,817.00
(12,794.00)
576,553.00
(4,227.00)

(20,03B.00)
(2,441 ,503.53)

0.28
s,2a3,068.74

521,948.19
(751.00)

8,387,975.00
(3,455.00)

(49,432.00)
(7,654.00)
55,277.00

(49,432.00)
15,308.00
(7,654.00)
(7,654.00)

320.00
(7,850.00)

(1,996,180.23)
569.00

0.27
8,851,335.23

(38,832.42)
(4,817.00)

7,835.089.00
(2,000.00)

ApS1317g
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Account Adjusting Year Code

1988

1987
1988
1990

37002
37002
37002
37002
37002
37002
37002
37002
37002
37002
37002

1987

10
10
10
10
10
10
16
e a
10
10
10

37002
37002
37002
37002
37002

. 37002
31002
37002
37002
37002

2004
1993
1988
1989
1989
1990
1990
1992
1992
1988

1989

1990

16
33
10
10
10
10
10
33
10
10

37002
37002
37002
37002
37002
37002
37002
37002

2004
1993
1989
1990
1990
1992
1992
1989

1990

16
33
10
10
10
33
10
10

37002
37002
37002
37002
37002
37002

2004
1993
1990
1991
1992
1990

16
33
10
10
33
10

37002
37002
37002
37002
37002
37002
37002

2004
1993
1991
1992
1992
1992
1991

1992

16
33
10
33
ID
10
10

37002
37002
37002
37002

Vintage Activity Year
1987 1988
1987 1989
1987 1990
1987 1990
1987 1990
1987 1990
1987 1991
1987 . 1992
1987 1992
1987 1992
1987 1987

1987 Total
1988
1988
1988
1988
1988
1988
1988
1988
1988
1988

1988 TOtal
1989
1989
1989
1989
1989
1989
1989
1989

1sa911na1
1990
1990
1990
1990
1990
1990

1990 Total
1 9 9 1

1 9 9 1

1 9 9 1

1 9 9 1

1 9 9 1

1 9 9 1

1 9 9 1

1991 1z nal

1992
1992
1992
1992

1992 Total

2004
1992
1992
1992

18
33
10
10

Amount
102,432.00
(2,250.00)

398.00
(7_107.0g)

(80.00)
(398.00)
($6400)

2,831,512.91
1,182.00

(255,603.00)
0.44

10,458,BB2.93
(20,3B8.90)
(10,693.00)

7,621 ,625'00
45,364.00

(12,979.00)
3,409.00

(3,409.00)
438,889.95

49,111.00
0.42

8,110,929.47
(23,374.88)

(9,859.00)
7,809,730.00

37,689.00
(4,312.00)

3,224,707.84
211,992.00

0.01
11,24B,573.03

(15,533.98)
(8,507.00)

5,731 ,375.00
214,596.00

1,840,130.72
0.43

7,762,061.17
(18,033.26)
(5,076.00)

2,196,784.00
1,765,057.83
1,639,6S0.00

(28,B72.00)
0.68

5,551 ,501.25
(87,565.02)

4,207,5B1.45
13,164,3B9.00

0.32
17,284,305.75

APS13179
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Account
37002
37002
37002

Activity Year
2004
1993
1993

Adjusting Year Code
16
10
10

,I 37002
37002
37002
37002

2poa
2004
1994
1994

1 0
t o
1 0
1 0

37002
37002
370D2
37002

2004
1995
1997
1995

37002
37002
37002

2004
1996
1996

37002
37002
37002

2004
2004
1997

37002
37002
37002
37002

2004
2004
1998
1998

37002
37002
37002
37002
37002
37002
37002

2003
2003
2004
2004
2004
1999
1999

1 0
1 0
10
3 3
1 6
1 0
1 0

37002
37002
37002
37002

2004
2004
2000
2000

33
16
1 0
10

I

37002
37002
37002
37002

2004
2004
2001
2001

33
1 6
1 0
1 0i

1
37002
37002
37002
37002
37002
37002
37002

Vintage
1993
1993
1993

1993 Total
1994
1994
1994
1994

1994 Total
1995
1995
1995
1995

1995 Tool
1996
1998
1996

1996 T o t a l
1997
1997
1997

1997 Total
1998
1998
1998
1998

1998 Toma
1999
1999
1999
1999
1999
1999
1999

1999 Than
2000
2000
2000
2000

20oo Total
2001
2001
2001
2001

2001 Total
2002
2002
2002
2002
2002
2002
2002

2002
2002
2002
2003
2003
2003
2004

A mount
366,893.22

7,992,349.00
0.38

8,359,242.60
6,458.20

1,193,944.62
12,007,553.00

0.44
13,207,956.26

16 (1,899,215.67)
10 9,324,594.00
33 (18,905.00)
10 0.63

7,406,4'/3.96
16 (1,014,740.86)
10 8,787,029.00
10 0.33

7,772,288.47
33 (2,336.04)
16 (13,395,633.96)
10 13,397,970.00

0.00
33 (15,570,318.93)
16 6,512,108.01
10 10,102,219.00
10 0.30

1,044,008.38
(162.81)

162.81
(176,238.26)

(6,535,373.75)
6,214,224.47

586,437.00
0.24

89,049.70
(8,206,860.14)

705,175.43
7,701,949.00

0.16
200,284.45

(7,722,535.75)
367,837.86

7,483,363.00
0.04

128,665.15
3,908,982.81

847,232.19
3,375,632.00

23,819.79
(2,080.87)

20.34
(7,536,351.41)

10
10
1 0
1 0
10
I D
33

APS13179
Page 7 of 8
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Account
37002

Activity Year Adjusting Year
2004

Code
15

37002
37002
37002
37002
37002

2003
2003
2004
2004
2004

37002
37002
37002
37002
37002
37002

2004
2004
20o4
2004
2004
2004

37002 2005 10

37002
37002

Vintage
2002

2002 Total
2003
2003
2003
2003
2003

2003 Total
2004
2004
2004
2004
20044
2004

2004 Total
2005

2005 Tata!
2006
2006

2006 Total

2006
2007

Amount
(553,158.20)

64,096.65
10 4,751,672,53
10 5,573,093.96
10 5,495.02
33 (9,72B,460.51)
15 (43s,s07.48)

164,194.49
10 4,254,682.81
10 4,834,837/72
10 791,807.65
33 (10,127,B90.37)
LB 1,041,947.00
10 (791,807.65)

3,777.15
0.00
0.00

591,859.07
(84,960.14)
506,898.93

10
10

I

1

APS13179
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I
I

ARIZONA CORPORATION COMMISSION
STAFF'S TWELFTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E.01345A-08-0172
OCTOBER 9, 2008

I Staff 12.27
I

Meters. Refer to the Company's response to Staff 6.43e, Staff 6.15 and
APS12960. (a) Please confirm that on APS12960 a "vintage" and an
"activity year" of 2007 would indicate a transaction occurring 'm 2007. If
not, explain fully why not. (b) Also, explain what the "vintage" and
"activity year" mean in APS12960 if anything different than the
definitions listed in APSl2959. (c) Please conium that "adjusting year
code" of "10" on APS12960 indicates a normal addition and "20" 9
indicates a normal retirement. If not, explain fully why not. (d) Please
confirm that in 2007 APS added $12,186,852 as a normal addition in
Account 37001 and in 2005 added $11,535,469. If this is not the case,
explain fully why not. (e) Please show in detail the amounts that APS
added to plant 'm Account 37001 in each year 2005, 2006 and 2007 for
normal additions. (t) Pleaseconfirm that in 2006 APS added $591,859 in
Account 37002 as a nonna addition. If this is not the case, explain fully
why not and show in detail the amounts that APS added to plant in
Account 37002 'm 2006 for normal additions. (g) Please provide all work
orders and cost-benefit analysis APS has for making normal additions of
plant into Accounts 37001 and 37002 in each year 2005, 2006, 2007 and
2008, (h) Does APS project making any normal additions (Code 10 per
APSl2959) of plant into either account, 37001 or 37002, in2008, 2009 or
2010? If not, explain May why not. If so, please show the Code10
"normal" additions to each of these accounts projected for each year.

Response:
(a) Yes. Please see response (d).

(b) APS's transaction definition is the same as in APS12959 onpage 2.
/

(c) Transaction code 10 is a normal addition and transaction code 20 is a
normal retirement,

Cd) The 37001 additions of $12,186,852 and $11,535,469 for 2007 and
2005 respectively are NOT the total additions for the specified
vintages. The total additions for 2007 were $11,935,595 and for 2005
were l 1,953,122. See schedule attached hereto at APS08997.

Page 1 off



ARIZONA CORPORATION COMMISSION
STAFF'S TWELFTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
OCTOBER 9, 2008

Attadwment RCS-3
Docks!No. E-01345A~D8-0172
Page 74 of 137

Staff 12.27

Response Continued:

(e) Attached as APS08997 is the requested schedule.

(1) Yes, however the 2006 addition was transferred in 2008 to 37001 .

(g) The work orders used for capitalizing meter in utility accounts 37001
and 37002 are 63-1000, 63-2000 and 63-1020. In response to the
cost-benefit analysis question, please see Staff Interim 2. l0.

(h) The estimated meter additions for 37001 axe $12.5M in 2008, $8.9M
in 2009 and$4.2Min 2010. For utility account 37002, APS does not
plan on any additions. 37002 are the older meter types that will no
longer be purchased. APS is expecting a full AMIlrollout.

Supplemented Response:

I

(g) The work orders used for capitalizing meter in utility accounts 37001
and 37002 are 63-1000, 63-2000 and 63-1020. These charge numbers
were established in the late 90's. They are fixed in our inventory
system in order to facilitate the pre-capitalization process. The
approval for meter purchases is done at the Purchase Order (PO) level.
The projected installs are measured with what is in stock in order to
determine what needs to be purchased.

In response to the cost~benefit analysis question, please see Staff
Interim 2.10.

Witness: Jason La Benz

i
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TUCSON ELECTRIC POWER compAny
Comparison olPmsant and Pmpused Aland Rates

Present BG Procedural RL Technique
Proposed: kG Pmaadum f RL Tedmique

S1fl18llI8M A

A \ c 5

2.22%
2.44%

c F a n I

425%
5.48%
3.85%
2.33%
1 .6356
3.3a%
:mom
s.asas
3.a3%
3.79%

-1o.o%
-19.o%
-59.0%
-11.0%
40.0%
33.0%
-15.0%
-15.0%
-34.0%
-34.0%
-25.0%
.zs.o%
-7.0%

4.46%

43.78
44.83
48.02
:*.s.1s
41 .ea
43.44
32.32
26.12
23.28
28.70
47.81
19.73
38.67
31 .53
33.81

37.81%
26.99%
33.01%
assess
;a.11%
ea. II $5
38.89%
51 .sax
41.39%
53.55%
2a.30%
40.91%
schuss
6.20%

35.52%

1.43%
1.83%
1.45%
1.83%
1.47%
1.42%
1.89~as
1.54%
2.52%
1.62%
1.50%
2.98%
1.74%
2.97%
1.82%

322%
3.35%

21.45
2.95

14.53
5.10
4.99
1.o1

16.0%
18.0%
21.0%
18.0%

9.0%
1 .ass

9.80

15.0%
15.0%
25.0%
15.0%
1o.a'A
5.0%
5.0%

114%
14.58%
4.03%
8.621s
7.71%
6.2295
410%
5.32%
4.19%
3.71%
5.31%

DISTWIBUTICN PLANT
380.00 mghuei -way
361.00 Structures and lmpwnvemenls
3s2.00 Stalin" Equipment
384.00 pales. Towers am Fixtures
355.00 Ov¢l'hQld Condudon ltd Devices
386.00 Underground Coneull
367.00 Underground Condudnri and Devices
semi-i Line Tiansfomlens - Overhead
36B.\JG Line Trenslomiens - Underground
369.08 Services - Overhead
389.UG Service: Underground
370.00 Meter:
373.00 Street Lighting and Signal systems
314.00 145881 Retirement Cad:

Tbhl  Dldr lbution rum

GENERAL FLANT
Depnclahle

390.00 Stniduren and Improvements
301.CM Ofiee Fum. and Equip. Computer
:w2.c0 Trempoitedon Equipment - cho o
302.61 Trlxqacrlatbn Equipment - Class 1
392.62 Tnnlpurlatiun Equipment - mass 2
392.63 Transpunaioo Equipment - Class 3
392.64 Treneperlatien Equipment - Class 4
392.05 Tnenspenntion Equipment - can 5
396.00 Power operated Equipment
397.00 Communication Equipment

Tom 0q»n01ab1¢

2-22%
2o.00%
8.B7*

14.00%
1129%
10.25%
7.00%
7.07%
3.33%
6.67%
7.57%

10.s7
11 .is
18.13
9.53 4.0%

54.04%
57.04%
25.89%
41 .seas
36.55%
41 ,os
43.98%
36.28%
46.95%
32.72%
44.54%

Ammuanu
391.FE Omen Fun. and Equip. - Furniture
aea.o0 Sums Eqvinmam
as4.oo Tools, Shop and Grange Equ\pmenl
395.00 Llhoratoly Equlpmwl
aswan Miscellaneous Equipment

Total Annonlzable

Tana Gcmnd Plum

ToTAl. suvssmsm

0- 24 Year Amudlzaiun -
-- 15 Year Jkmoliizltion -~
»- 17 you Aunanization -»
- 17 Year Amcnlzalbn -»
»- to Year Amcutiznbn -o

8.00%

7.6558

3.9816

._ 24 Year Amortization -»
- 15 Year Amoctizatlan -
0- 17 you Alnnditlwtlun -»
4- 11 Year Amddlzalinn -o
v-20 Year Nnorlhazlon  -

11.15 435694 s.oe1s

9.75 3.3% 44.37% 5.26%

25.53 0.5% a9.a4s<. 2.30%

43.08 -50.0% 5.88%
s.069¢

44.22%

0.2B%
625%

2.54%

NET SALVAGE
1oB.oz Dlsmbutbn

nun nm Salvage

TOTAL UTILITY 3.96%

33.81
53.61

2s.sa

-15.0%

-6.7%

PAGE SO
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UNS EL ECT RIC ,  m c .
Comparison of Present and Proposed Annual Rates

Present BG Procedure I RL Technique
Proposed: BG Procedure I RL Tedmiquo

Statement A

A i c o E F G H

INTANGIBLE PLANT
Dopruclabla

303.WP mm Intangible c WAPA avucruuaaru
Tool Dsplvclablo

38.00 2.92%
2.92%

30_15
*s zs w

5.54%
5.64%

3.13%
3.13%

38.00
38.20
sa.20
31 .00

4.13%
20.00%

4.23%

3.79%

»- 25 Year ltmortlzstion -o
¢-- 15 Year Amortization -»
4- 23 Year Amortization -»
0- 5 Year Amortization  -

1 1 1 61.65% 5.66%

10.88 42.48% 3.09%

38.00
38.20
37.00
22.80
39.59
31 .00

1 .3B%
2.42%
2.34%
0.87%
2.20%
1.B7%
2.60%

29.50
32.63
28.17
38.15
29.39
33.34

'2875'

39.01%
18.06%
33.80%
15.82%
31_Q2%
12.02%
29.41%

2.07%
2.51%
2.53%
2.33%
2.35%
2.84%
2.45%

19.70
23.00
12.40
15.90
30.10
4-4.90

-10.0%

3.77%
2.92%
4.08%
5.77%
2.71%
2.01%
3.68%

31.35
12.75
21.72
15.92
128e8
23.85
35.18

'1`5'§5`

-10.0%

38.56%
80.15%
31 .49%
20.00%
53.19%
38.50%
29.05%
59.12%

2.02%
3.13%
3.15%
5.03%
4.48%
2.B5%
2.02%
5.41%-2.9%

-10.0%
.1o.o°A

-19.6%
-10.0%

-5.0%

~5.0% -5.0%

23.80
15.30
18.90
18.40
21.50
14.30
14.20
1B.30
1a.3o
28.20
17.40

-5.0%

3.20%
4.82%
4.23%
4.38%
4.28%
5.38%
4.93%
4.23%
423%
3.25%
4.55%
1.56%

27.71
25.54
11.54
14.a3
15.18
18.65
14.20
13.46
14.43
16.28
24.14
18.84

-5.0%

-6.6%

43.70%
24.39%
52.77%
48.65%
47.39%
34.33%
37.50%
42.69%
45.83%
38.99%
29.99%
32.78%
44.74%

2.03%
2.96%
4.09%
4.14%
4.13%
3.79%
4.40%
4.83%
3.77%
3.75%
3.11%
4.o4%
4.16%

27.80

Amortlnrhle
302.00 Franchises and Consents
303.00 Miscellaneous Intangible Plant
aoa.wc MinG. ll1(8rlgibl9 - WAPA Fiber Optlc
303.PC MBcJntangible Plant - PC Software

Total Amorthoable

Total lnrangrure Plant

OTHER PRODUCTION PLANT
341.00 Structures and Improvements
342.00 Fuel Holders. Producers and Accessories
343.00 Prime Movers
a44.00 Generators
345.00 Accessory Electric Equipment
340.00 Miscellaneous Power Plant Equipment

Total Other Production Plant

1RAne»lrssron PLANT
350.RW Right! al Way
352.00 Swdures and Improvements
353.00 station Equipment
354.00 Towers and Fhdures
355.00 Poles and Fixtures
asa.oo Overhead Conductors and Devices
359.00 Roads and Trails

Total Transmission Plant

o l e r n r eunou PLANT
360.RW Rights of Way
381.00 Structures and Improvements

.3a2.00 Station Equrpmen\
ae4.oo Poles, Towers and Ftidures
385.00 Overhead Condudore and Devices
366.00 Underground Condult
381.00 Underground Conductors and Devices
368.00 Line Transformers
3B9.0H Sewloes - Overhead
389.UG sewioes - Underground
370.00 Meters
373.00 Street Llghtlng and Signal Systems

Total Dlstributlon plant

GENERAL PLANT
Dopreclable

390.00 Structures and Improvement
392.01 Transportation Equipment - Class 1
392.C2 Transportation Equipment - Class 2
392.03 Transportation Equipment - Class 3
3e2.c4 Transportation Equipment - Class 4
892.C5 Transportation Equipment - Class s
396.00 power Operated Equipment

Total Depreclable
8.BD

2.59%
25.00%
25.00%
25.00%
12.50%
12.50%

3.33%
12.12%

29.03
4.00
3.02
3.28
1 .63
8.58
5.16

23.14%
49.01%
48.68%
33.72%
78.05%
17.40%
84.30%
54.16%

2.85%
12.75%
18.99%
20.21%
13.47%
12.55%
6.92%

11.35%
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ARIZONA CORPORATIONCOMMISSION
STA.FF'S TWENTY-THIRD SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICECOMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TODEVELOP A .TUST AND REASONABLE RATE OF .RETURN
E~01345A-08-0172

NOVEMBER 17, 2008

Attachment RCS-3
Dog<et No. E-01345A-08-0172
Page 77 of 137

Staff 23.9 Refer to the response to Staff data request 18.5. Regarding General
Corporate Matter #2: (a) Please identify each subsidiary. (b) Please
provide the investigative services report and invoice(s).

Response 9

Upon fiirther inquiry, APS has determined that this matter pertained .
almost exclusively to SunCor and should have been directly charged to
that affiliate. APS will remove this legal cost in its rebuttal case. '

Witness: TBD



ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-THIRD SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A .TUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NOVEMBER 17, 2008

Attachment RCS-3
Docket No. E-D1345A-08-0172
Page 78 of 137

Staff23.5 Refer to the response to Staff data request 18.5. Re: Commercial Matter
#3: (a) Was any revenue obtained by APS in 2007 or 2008 related to the
sale of fly ash from Four Corners to the Salt River Indian Community?
(b) Please identify such revenue, by account, by year. Indicate the APS
portion of such revenue. (c) Was any revenue obtained by APS from the
sale of Hy ash from any of its coal plants in any year, 2004 through 2007?
If so, please provide the amount by account'for each year. (d) Was any
revenue obtained by APS from the sale of fly ash from any of its coal
plantain 2008? If so, please provide the year-to-date October 2008
amounts by account.

Response:
(a) & (b) Yes, APS received revenues from fly ash sales to the Salt River

Indian Community (Salt River Materials Group - SRMG). See
schedule attached hereto at APSI3789 for 2007 and October 2008 for
year-to-date amounts.

(c) & (d) Yes, APS received revenues related to fly ash sales from the
Four Corners Power Plant, Cholla Power Plant, and Navajo Generation
Station between 2004 and 2008. See schedule attached hereto at
APS13789 for coal plant fly ash sales. Also, note that revenue received
ii-om the Sade of fly ash is recorded to accounts 501 and 502 and
reduces the revenue requested from ACC-jurisdictional customers.

Witness: Jason La Benz

i

I
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Four Corners Power Plant to Salt River lndlan
Community Fly Ash Sales

2007
YTD oc:200a

Total Plant
Account 5010

2,478,619.54
895,400.25

APS Share
Account 5010

385,268.50
134,430.29

1

\

I

I

i

I
APS13789

Page 1 of 2
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Coal Plant Fly Ash Sales

APS Share

2004
2005
2006
2007

YTD 0612008

Total
Account 5010

672,ce4.e9
1,125,726.17
1,546,845.07
2,917,424.38
1,267,870.17

Plant'
Account 5020

589, 174.25
844,222.29

2,054,7/9.05
2,595,120.00
7,588,9t 1 .27

Account 5010
164,696.23
241,168.62
329,992.98
824,073.34
508,900.20

Account 5020
404,408.66
512,238.33

1.194,222.58
1,515.301.57
4,667,306.95

'Total Plant includes 100% Four Corners and Cholla and 14% Navajo which isoperated
by Salt River Project.

I

APS13789
Page 2 of 2
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ARIZONA CORPORATION COMMISSION
STAFF'S EIGHTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
OCTOBER 29. 2008

Attachment RCS»3
Docket No. E-01345A-08-0172
Page BI of 137

Staff 18.5 Legal Expense. Refer to the responses to Staff 6.106 and Stat?16.8. (a)
Please state whether any of the items listed in the referenced responses
represent litigation that is currently pending. If so, please indicate the cost
of such expenses by iteun incurred through September 30, 2008 as well as
the expiated duration of such litigation. (b) Please explain iixlly and detail
the nature of the costs referred to as "consultant fees" as provided in the
response to Staff 16.8 since Staltf 6.106 requested APS' test year non-rate
caselegal expense. (c) Please explaintirlly and in detdl the nature'ofthe
other out of pocket expenses" as provided in Staff 16.8. (d) Please

provide a breakout of each item by FERC account.

Response
(a), Cb) and (d) As requested, APS has updated only litigation expense

items through September 30, 2008. Please note that this does not
mean that the non-litigation matters for 2007 did not continue into
2008. APS has also not included any legal matters (litigation or
otherwise) which have arisen s'mce December 31 , 2007. Please see the
schedde attached hereto at APSl3189

(c) As indicated by footnote (1) to APSI3189, "other out-of-pocket" costs
consist of one or more of the following: postage, duplication costs
messenger/delivery services,courtreporters, foreign patent tiling fees
printer costs, allowable travel expenses, long distance calls and faxes
court filing fees, deposition fees,and litigation support services
(paxadegais or documentclerks)

Witness: TBD
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ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-SIXTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A IUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

DECEMBER 3, 2008

Attachment RCS-3
Docket No. E-01345A-08-0172
Page 85 of 137

Staff 26.6 Refer to the respoNse to Staff 23.5 concerning fly ash sales revenue and
APSI3789. (a) Referring to page 2 of APSl3789} explain why the Hy ash
sales have increased in each year 2004 throUgh 2007. (b) Provide a break
out by plant of the fly ash sales listed on APSl3'189. (c) Explain why the
account 5020 amount for YTD Oct 2008 is so much higher than 2007. (d)
Explain why the account 5010 amount for YTD Oct 2008 is lower than
2007. (e) What total .amounts for 5010 and 5020 does APS expect for the
full year of 2008? Show actual or anticipated amounts for each account
for each month November and December 2008. (D Referring to
APS13789, what is the ACC jurisdictional amount for the APS share of
Accost 5010 and 5020? Please provide for each year.

Response:
(a) In general, the fly ash sales have increased for Four Corners and Cholla
each year between 2004 and 2007 due to increases in the minimum .
contract price per ton and/or due to increases in the amount of fly ash sold.

Detailed information for the Navajo Generating Station is not readily
available because APS is not the Operating Agent and only receives
summarized Participant Billings.

(b) See attached schedule APS135l3.

(c) The October 2008 YTD amount in account 5020 is significantly higher
than 2007 YTD primarily due to adjustments per the new Cholla Fly Ash
Agreement effective April l , 2008. The new agreement increased the
minimum contract price for Cholla fly ash sales from $7/ton to $12.50/ton.
It also retroactively increased the sales price to the greater of $12.50/ton or
the pro-rated Annual Revenue Share Amount for the period between June
1, 2006 and December 31, 2007.

(d) The October 2008 YTD amount in account 5010 is lower than 2007
YTD primarily due to adjustments per the new Four Corners Fly Ash
Agreement effective April 1, 2008. The new agreement decreased the
minimum contract price for Four Corners fly ash sales from $7/ton to
$6.25/ton. It also retroactively decreased the sales price to the greater of
$6.25/ton or the pro-rated Annual Revenue Share Amount for the period
between June l, 2006 and December 31, 2007. As a result of this new
agreement, APS had to refund $103k (of which $56k related to prior

i

Page 1 off
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ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-S1XTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

DECEMBER 3, 2008

Attachment RCS»3
Docket NG. E-01345A-08-0172
Page BE of 137

Response to Staff 26.6

Continued

years' activity). Also, there was an additional decrease of $162k related to
a 2007 billing adjustment and the remaining decrease in 2008 is related to
the greater sales price for July 2007 through September 2007 as prescribed
by the Annual Revenue Share Amount and fewer tons sold in 2008 (which
includes estimates for November and December 2008).

(e) See attached schedule APS13513.

cm See attached schedule ApS13514.

Witness: Jason LaBenz

I

i

Page 2 of 2
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FLY ASH sAu£s

Four Camus AFS
Account 5010

e9.0ss
143,544
233.837
385,269
134,4ao
s5,ouo
77.000

Cholla APS N=Iy=i° Are
Account 5080 account 5010

403.408 75,628
512,238 97,624

1,194,223 98,156
1,515,302 438,806
4,587,307 372,47D

272,000 27,000
250,000 40,000

Attachment Rosa
Dodo No, E-D1345A-080172
Page87¢>f 131

Teal APS

569,t04
753.4415

1,524,216
2.339.378
5,174,207

as4,ooo
357.000

I
|l

APS13513
Page 1 of 1
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Attachment RCS-3
Docket No. E4J1a45A-08-0172
Page 88 of 137

COAL PLANT FLY ASH SALES

2004
2005
2006
2007

"2008

APS Share
Account5010 Account 5020

164,696 404,408
241 ,168 512,238
329,993 1,194,223
824,074 1,515,302
685,900 5,189,307

APS Share (ACC Jurisdiction)
Account 5010 Account 5020

150,681 397,250
235,289 503,171
321,948 1,173,085
803,982 1,488,481
569,178 5,097,458

"Includes November and December 2008 projections

I

I

1
I

I
l
I

I

K
I
1
I

APS13514
Page 1 of 1
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ARIZONA CORPORATION COMMISSION
STAFF'S SIXTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESTGNED TO DEVELOP A JUST AND REASONABLE RATE op RETURN
E-01345A-08-0172
AUGUST 19, 2008

Attadlment RCS-3
Docket No. E411345A-08-0172
Page 89 of 137

staff6.145

I

Emission allowances. (a) Please identify, for each year, 2002 through
2008, by account: ll) the total proceeds from the sale of emission
allowances, (2) the number of allowances .(of each type) sold, (3) the cost
of the allowances that were sold, and (4) the net gain or loss on emission
allowance sales. (b) Please identify, by type ofallowance,adj emission
allowances and the quantity of each. held by APS as of 12/31/06, 12/31/07
and '7/3l/08.

Response: (a)(1) - (4) APS only has sulfur dioxide (SO2) emission allowances. See
table below:

Year

Num Ber of
so,

Allowances
Sold

Cost of
so,

Allowances
Sold

Gains from
Disposition of

Allowances
Account

411.8

Gain on
Disposition
of Property

Account
421 .1

Total
Proceeds
from the
sale of

allowances

$ $ $

4,636,025

7,675,893

Construction
Work in

Progress
Account 101
$2002

2003
2004
2005
2006
2007
2008

1,084
1.064

43,273
1 .064

14,064
1,064
1,064

133,013
137,398

3,960,664
532,107

6,511 ,541
339,353 ,
279,908

4,536,025

7,675,893

s 133.013
137,398

13,232,714
532,107

21 .863_333
339,353
279,908

Net gains on the sale of eXcess emission allowances (after offsetting the
related O&M costs such as lime to scab the pollution, etc.) are shared
50/50 between customers and shareholders consistent with the ACC's
general policy regarding the sale of APS utility property (see Decision No.
55931 (April1,1988)). APSistreatmentof S02 allowances has been
known to and accepted by SlafT since at least 1995.

(̀ b) The Company held the tbllowing allowances at:

12/31/06
12/31/07
07/31/08

1.080.789
1,129,775
1,168,131

i

Witness: Jason La Benz

I



ARIZONA CORPORATION COMMISSION
STAFF'S TWELFTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDINGTHE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A .TUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
OCTOBER 9,2008

Attachment RCS-3
Dog<et No. E.0-l345A-08-0172
Page 90 of 137

Staff 12.46 Sales of emission allowances. (a) Please identify the amount of emission
allowances APS has sold and purchased (quantity, cost, sales proceeds,
and net margin) in each year 2005 through 2008. (b) Did APS have any
inventory of emission allowances at 12/31/06 or 12/31/07? If not, explain
fully why not. If so, identify the quantity and cost of each type of
allowance as of each date. (c)Does APS agree that emission allowances
are related to the burning of coal at APS' coal-fred generating plants? If
not, explain hilly whynot. (d) Does APS agree that the margins realized
on the sale of emission allowances could be reflected as a credit' against
pixel and purchased power easts 'm the PSA? If not,explainfully why not.
(e) Please identity, by account and amount, all revenue and cost related to
emission allowance sales in each year, 2005 through 2008.

Response: (a) - (b), (e) Please see responses to Sta84.12 and Staff 6.145. All
responses are valid up to September 30,2008.

(c) Yes.

(d) No. The current PSAdoesnot permit such treannent. Moreover, the
current treatment by APS is consistent with long accepted Commission
practice regarding the disposition of assets 'm general and of emission
allowances in particular. Please see response to Staff4. 12 (e) for
accounting of emission allowances.

Witness: Jason La Benz



ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FIFTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0I72

NOVEMBER 20, 2008

Attachment RCS-3
Docket No. E-01 MSA-0841172
Page 91 of 137

Stat'f25.6 Since its implementation, has the 90/10 sharing provision of thepsA had
any impact on APS' decisions about fuel and power procurement? If not,
explain fully why not. If so, please explain frilly how this sharing
provision has impacted APS' decisions about fiiel and power procurement
and provide actual examples of how the procurement was affected.

Response: No. APS's decisions to procure the] and power are driven by the need to
seek reliable supplies at the lowest possible cost and subject to the
requirements of the Company's System Hedge Plan.

Witness : PeteEwen
i



ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FIFTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E~01345A-08-0172

NOVEMBER 20, 2008

Attadmment RCS-3
Docket No. E-01345A-08-0172
Page 92 of 137

StafT25.7 Since its implementation, has the 90/10 sharing provision of the PSA had
any impact on APS' decisions about hedging its fuel and power costs? If
not, explain fully why not. If so, please explain fully how this sharing
provision has impacted APS' decisions about hedging fuel and power
costs and provide actual examples of how APS' hedging was affected

Response: No. Please see the response to Staff 25.6

Witness Pete Ewen
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ARIZONA CORPORATION COMMISSION
STAFF'S TWENTIETH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NOVEMBER 13, 2008

$ta820_4 Post Test Year Plant Additions. Refer to the schedule identified by Bates
APS13187 (revised version of DAK__wpl0) that was provided with the
response to Staff 17.3. (a) Please provide a similar schedule that shows
the ACC jurisdictional amounts of the CWIP projects listed on APS13187
for Distribution, Generation and Other. (b) Please also provide the
information requested in part a 'm Excel.

Response: Attached in Excel format as APS13761 is therequestedschedule '
(APSISI87) updated to include a jurisdictional column for balaxuzes as.of
12/31/07_

I

Witness: Daniel Kearns

i
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Attachment RCS-3
Dgckef No. E-01345A-08~0172
Page 94 of 137

Summary original DAK__WP10

Total Company

$Generation
Distribution
Other
Total

12/31/2007
Total

105,605
70.491
75,162

251 ,258
- _-4 -.4

Acc Jurisdiction

$
J

Generation
Distribution
Other
Total s

1213112007
Total

103,735
70.491
70,599

244,825

APS13761
Page 1 of 26
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Attachment RCS-3

AR1ZONA CORPORATION commlsslon 33ge88,°°5183"5AI°8"°'"
STAFF'S TWENTY-SEVENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

DECEMBER 11, 2008

staffz'/.1 Please refer to the response to Staff 20.3 and the Excel tile for APS13187
(rew'sed version of DAK__WP10 that was provided in the response to Staff
17.3. (a) Please provide the most up-to-date version of the capital projects
in-service dates. Provide this in Excel. (b) Please provide similar
information to that requested in Staff 20.3a, b andc, for thesecategories:
(1) in-service by 12/31/08; (2) in-service by 12/31/09; (3) in-service after
12/31/09

1

Response:
See attached worksheet as APS13524 that includes actual dollars spent
through 12/31/2007 and 09/30/2008 on the same 1200 projects for both
Total Company and ACC Jurisdictional amounts. The in-service dates
were as of 10/23/2008. Category 1 was split into two categories, actual in-
service date as of 10/23/2008 and estimated in-service as of 12/31/2008,
these two columns were towed into a single column as requested.

e

l

Witness: Daniel Kearns
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ARIZONA CORPORATION COMMISSION
STAFF'S SIXTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
I8-01345A-08-0172

OCTOBER 21I2008

Attachment RCS-3
Dad<et No. E-01345A-08-0172
Page 123 of 137

StafT 16.3 Accumulated Deferred Income Taxes (ADIT). Refer to the response to
Staff 6.65. (a) Please explain hilly and in detail why APS included the
SFAS 112 amount of $3.898 million in rate base for 2007, but excluded
$3.237 of SFAS 112 related ADIT from rate base in 2006. (b) Please
explain fully and in detail the nature of the item "Reg Liab-Pacificorp" in
the amount of $7.872 million and explain why APS included in rate base.
(c) Please explain fully and in detail the nature of the item "Reg Liab-PV
ISFS in the amount of $4.428 million and explain fully why this amount
increased so much over the 2006 amount of $517,000. (d) Please explain
fully and in detail the nature of the following items: Navajo Retiree
Healthcare Costs, Navajo Tail Costs and Axnonix in the amounts of $3.646
million, $689,000 and $1.476 million, respectively. In addition, please
explain fully why there were no amounts for these items in 2006. (e)
Please explain fully and in detail what comprises the item "Other" in the
amount of $8.975 million and explain why this item was not included in
rate base. (f) For each test year item listed On Bates APS08878, please
provide the corresponding ACC jurisdictional amount.

Response:
(a) Inresponse to Staff 6.65, ADIT related to SFAS 112 was inadvertently

excluded from the 12/31/06 column. It is a component of rate base for
both 2007 and2006.

(b) This is the ADIT on the $20,000,000 regulatory liability included iN
rate base related to the 1991 Cholla 4 sale to Paciiicorp. The
regulatory liability was created in accordance wide Decision No.
57459. ,

i
(c) This is the ADIT on the$11,249,000 regulatory liability included in

rate base for spent nuclear fuel. It has increased because the regulatory
liability has increased. Please see Staff 12.52 for further detail.

f
I

(d) The ADIT on both the NavajoRetireeHealth Care Costs and the
Navajo Tail Costs reflect the deferred income tax impacts of these
deferred credits, which are included in rate base (see Jason La Benz
Direct Workpaper JCL__WP5, page 5 of 8, lines 15 and 16). The
related deferred credits represent APS's shareof the settlement
agreement liability betweenPeabody WesternCoal Company and the
Navajo Generating Station (of which APS owns 14%) for the mine
retirees' health care com and certain post mining reclamation costs.

Page 1 offs



ARIZONA CORPORATION COMMISSION
STAFF'S SIXTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0I72
OCTOBER 21, 2008

Attachment RCS-3
Docket No. E-01345A-08-0172
Page 124 of 137

Staff 16.3

Response Continued:
, There were no related ADIT's at the end of 2006 because these

deferred credits were established during 2007. The ADIT on Arno fix
reflects the deferred income tax impacts of this deferred credit, which
is included in ratebase(see Jason La Benz Direct Testimony
Workpaper JCL_WP5, page 5 of 8, line 24). Amonix was a solar
generating technology company, previously funded under the EPS
program. The deferred credit represents payment we received in 2007
for our equity in the.company upon its sale. Again, this ADIT did not
exist at the end of 2006 because APS did not receive payment until
2007.

(e) The $9.0 million of "Other" ADIT is excluded from rate base because
the items it relates to are excluded from rate base. The detail of
"Other" ADIT is as follows - asset (liability):

$2.5m - Option II benefit obligation net of cash surrender value

2.6m - Vacation pay reserve

2.4m - Sales tax reserve

l.7m - Bad debt reserve

1.3m - Severance pay reserve

(1.5m)- Miscellaneous

(1) Attached as APS13164 is the requested schedule.

Witness: Jason La Benz

Page 2 of 2
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ARIZONA CORPORATION COMMISSION
STAFF'S NINETEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A IUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NOVBMBER 10, 2008

Attachment RCS-3
Dod<e1 No. E-01345A-08-0172
Page 126 of 137

Staff 19.8: SEBRP Expense. Refer to the responses to Staff6.123 and Staff 13.11.
The response to Stailf6.123 indicates that total Company SEBRP expense
is $13 million, but the response to Staff 13.11 indicates total Company
SEBRP expense of $5.345 million. (a) PleaSe explain and reconcile this
discrepancy. Identify, quantity and explain each reconciling item. (`b)
Please provide the ACC jurisdictional amount that relates to the $13
million referenced in part a. (c) Please specify which amount for which
APS is requesting recovery. -

Response:
a) The $13,000,000of SEBRP referred to in the response to Staff 6.123

is the total cost of SEBRP, including those portions that are charged to
the other owners of the Company's participant projects, such as Palo
Verde, and die amounts charged to capital projects. The $5,345,000
referred to in the response to Staff 13.11 is only that part of the
$13,000,000 that was charged to APS expense during the Test Year.
Further, upon review, APS noted that the Company inadvertently
transposed two numbers in the total SEBRP amount in Staff 13.11, so
the correct amount of SEBRP in the Test Year is $5,435,000. !;

b) Of the $13,000,000 in SEBRP costs, only $5,435,000 was charged to
APS O&M in the Test Year. The ACC jurisdictional portion of that
$5,435,000is$5,105,000 (which was previously and provided in
response to Staff 13.11).

c) APS is seeldng expense recovery of the amount of SEBRP chargeable
to APS O&M in the Test Year which was $5,105,000 (ACC
jurisdictional).

_

_

Witness: Jason LaBenz



ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-FIFTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-0 l345A-08-01 '72

NOVEMBER 20, 2008

Attachment RCS-3
Docket No. E-01345A-08-D172
Page 127 of 137

Staff25.1 Executive Compensation. Refer to the Company's Proxy Statement dated
May 21, 2008 and the table below, which breaks out the components of
Randall K Dodington's "A11 Other Compensation" of $419,247 plus an
additional $62,32l, as noted in the referenced Summary Compensation
Table and the related Footnote 6. (a) For each amount listed in the table,
please indicate by amount and account, the amounts changed to APS. (b)
For each amount charged to APS from part a, please indicate the ACC
jurisdictional amount. 1

Description

Car Allowance

Rclocalion Expenses

Tax Gross-Up Payment

Forfeited Stock Option GrantS

Annual Incentive from Prior Employer

Company 40 I K Contribution

Life Insurance Premium

Amount

9,969

3\,9s8 »

12,336

s 277576

78,576

s,791

s

s

s

Home Equity. Sales& Maintenance Expenses

s

s

s 41

s 419,247

s 62,321

s 481,568

* Apamncnz Rental Expenses

Rental Ca: Expenses

Houschdd Gtlods and Car Transport

Other Travel Expenses

s

s

s

s

7,377
13,508
9,561
1,5 l2

s 31,958

Response: (a) & (b) Please see schedule attached hereto at APS13796.

a
Witness: Jason La Benz
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Description Total Amount APS Share Acc Jurlsdlctlonal

9.969 $ 2

2
13.508

277.576
78.576 22.461

62.321 18.135 17.814

Car Allowance
Relocation Expense

Apartment Rental Expenses
Rental Car Expense
Household Goods and Car Transport
Other Travel Expense

Tax Gross~Up Payment
Forfeited Stock Option Grants
Annual Incentive from Prlor Employer
Company 401k Contribution
Life Insurance Premiums
Home Equity. Sales & Maintenance Expenses

$ 481.568 $ 140.136 $ 137.658

APS13796
Page 1 of 1
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I

:

ARIZONA CORPORATION commlsslon
STAFF'S TWENTY-SIXTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0I72

DECEMBER 3, 2008

Staffl26.4 Executive Compensation. Refer to Footnote No. 1 shown on page 29 of
the Company's Proxy Statement dated May21, 2008, as it relates to the
bonus totaling $266,000 that was received by Randall K. Dodington. (a)
With respect to the hiring bonus of $200,000 received by Mr. Dodington,
please indicate by amount and account, the amount charged to APS. (b)
With respect to the $66,000 cash award received by Mr. Dodington, please
indicate by amount and account, the amount charged to APS. (c) For each
amount specified in parts a and b, please provide the ACC jurisdictional
amount.

Response:
(a) Total hiring bonus -

APS Share (29.1%)
ACC Jurisdictional

$200,000
-$ 58.200 (FERC Account 517)
-s 57,170

(b) Total cash award -
APS Share (29.1%)
ACC Jurisdictional

$ 66,000
.$ 19.206 (FERC Account 517)
-$ 18,866

(c) Please see the responses to parts (a) &. (b) .

a
I

Witness: Jason La Benz



ARIZONA CORPORATION COMMISSION
STAFF'S THIRTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATESCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OFRETURN
E-0I345A-08-0172
OCTOBER 16, 2008

Attachment RCS-3
Docket No. E-01345A-DB-0172
Page 130 of 137

Staff 13.8 Injuries and Damages. Refer to the response to Staff6.103. (a) Explain in
detdl why the 2007 test year amount of expense is so much higher than
2006 or 2005. (b) What is the 2008 Injuries and Damages expense through
9/30/08. (c) Did APS change any omits insurance coverage in any manner
that affected Injuries and Damages expense firm 2004 through 2008. If
not, explain fully why not. Ipso, please identify, quantify and explain all
such changes and how each change impacted Injuries and Damages
Expense. (d) Please provide die ACC jurisdictional amounts for ea'ch
amount listed in response to Staff 6.103. (e) Did APS change any
Company policies in any manner that affected Injuries and Damages
expense from 2004 through 2008. If not, explain fully why not. If so,
please identify, quantify and explain all such changes and how each
change impacted Injuries and Damages Expense.

Response:
(a) The 2007 Test Year expense is higher than 2006 and 2005 because of

an increase in Liability insurance, primarily from Worker's
Compensation and excess Commercial General Liability insurance.
Both increases are due to added customers, more transmission and
distribution facilities and higher wages.

(b) The 2008 Injuries and Damages Expense through September 30, 2008
was $6,666,518.

I

(c) APS increased the selected insurance deductible for Worker's
Compensation, Property and Director's and Of*ficer's coverage to
reduce the respective policies annual cost or avoid insurer proposed
cost increases. The change to Worker's Compensation deductible
reduced annual insurance premiums by approximately $130,000. This
was effective on 4/15/2005. Increase of the Property and Director's
and Officer's insurance deductibles were made to avoid insurer
proposed increases to the annual cost of liability insurance premiums.
APS increased the Property deductible for Transformers to $5 Million
from $2.5 million effective October 15, 2007 and increased the
Director's and Otliicer's deductibles in 2006 from $1 million to $1.5
million and further increased the deductible to $2.5 million in 2007.

Page 1 off
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ARIZONA CORPORATION COMMISSION
STAFF'S THIRTEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
OCTOBER 16, 2008

Attachment RCS-3
Dog<et No. E-01345A-08-D172
Page 131 of 137

I

i

i Staff 13.8

Response Continued:

(d) The ACC jurisdictional amount for each of the amounts listed in StM
6.103 are as follows:

v

YEAR ACCOUNT
ACCOUNT

DESCRIPTiON
INJURIES I
DAMAGES

2004
2005
2006
2007

925
925
925
925

Injuries and Damages
Injuries and Damages
Injuries and Damages
Injuries and Damages

$ 11 ,150,561
6,458,075
7,083,447
9,474,973

(e) APS did not change any Company policies that affected injuries and
damages expense. APS regularly monitors the type, cost, frequency
and severity of losses from injuries and damages and noted that
Company policies continue to adequately mitigate risk exposures and
are consistent with industry best practices.

/

1

r

I

1

Witness: Jason La Benz
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ARIZONA CORPORATION COMMISSION
STAFF'S TWENTIETH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NOVEMBER 13, 2008

Attachment RCS-3
Dad<et NU. E-01345A-08~0172
Page 132 of 137

StalEI20.3 Post Test Year Plant Additions. Refer to the schedule identified by Bates
APS13187 (revised version of DAK_WPl0) that was provided with the
response to Staff 17.3 and the table below. (a) Please confirm that the
amounts shown under each column for each category (Distribution,
Generation, and Other) are correct. If not, please provide the correct
amounts under each column for each category. (b) Please provide the
ACC jurisdictional amounts under columns A-C for each category listed
below. (c) Please provide the Depreciation and Property Taxes associated
with the amounts in columns A-C for each category (Distribution,
Generation and Other).
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47.529300 s 16,4x2,95a s 6,478,641 s 10.490,s99
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Response:
( a )  A m o u n t s  s h o w n  a r e  c o m m .

(b) The ACC Junsdwtxonal amounts
Column (A) Column(B)
$47,529,300 s16,4s2.9ss
549,643,465 516,754,067
$17,465,584 551.743,099

Distribution
Generation
Other

are as follows:
Column (C) Column (D)
$6,478,641 570,490,s99
s37,337_8ss SI 03n5385
sl.390,0a5 $70,59K.768

(c) Attached as APS13764is the requested schedule.
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Witness: Danie1 Keams
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x T
In-slnl¢aI Accusal In-servlca As I M 1012:92005 to

al 10/23r2008 1zmrz00a
Total E

Jnu-r in '

Distribution
Other

Nuclear Proauwon
Steam Production
Other Production

Total Post Tut Your Adds

47,529,300
18,584,453
11,805,143
35,498,101
3,234,742

11s,ss1,140

18,482,958
55,087,459
14,B97,326
1,191,884
1,158,745

88,826,372

5.478.541
1,479,932

a24,ses
38,207,078

978,875
45,969,215

70,490,899
75,181,844
27,327,158
72,887,053
5,380,353

251,257,827

Annual Dist Depr
Annual Other Dear

Annual Nudoar Dept
Annual Coal Dear

Annual Other ProdDepr
Tow Doprodatlon

1,18a,23a
2,155,097

330.544
1,341,828

ea:/ao
51089,482

412.074
8,384,836

411,525
45.053
30,219

7,283,507

181,968
171,524
2a,091

1.368.828
25.353

11750,562

1,762,272
8.711.258

785,180
2.755.509

139,351
14,1331551

Full Cash Value Dlsl
Full Cash Value Other

Full Cash Value Nuclear
Full Cash Value Storm

Full Cash Value Olhar Prod
Tool FCV

46,935,184
17,516,904
4,013,749

12,059,354
1,099,812

81,635,004

18,278,921
51,895,141
41997.091

405,241
398.693

73,971,088

8,397,858
1394,170

280,394
12,310,406

332,818
20,715,448

59,8097763
70,808,215
9,291 ,234

24.785.001
1 _829,323

176,321,586

201o Assessment Rate 21.ones 21 .ooze 21.00% 21.00%

AS8888ad Value DIS!
Assessedvalm Other

Assessed Value Nuclear
Assessed Value Steam

Assessed value Other Prod
Total Annum value

9.856.a89
3,678,550

842,887
2,534,564

230.961
111145,351

3,418,153
10,897,980
1,049.aa9

B5,1D1
8a,aoe

15,533,928

1 .a4a.50a
292,776
5a.aaa

2,585,185
69,892

4.850.244

14,618,050
14,889,305
1351.159
5,204,850

384.158
27,027,523

2007 Composite pfuwv Tax Rate 8.58% 8.58% 8.68% 8.58%

Property Taxes Dist
Property Taxes Other

Property Taxes Nuclear
Property Tana: Steam

Property Taxes Other Prod
Total Proudly Taxer:

855.535
319,298
73.183

220.000
20,041

1,4aa,o4s

296,696
945.945
91 ,087
7.387
7,231

1,s4a.a4s

118.817
25.413
s,111

224,394
8,067

a11,s01

1 .288,847
1,290,658

169,361
451 .781
33,345

3,213,989
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ARIZONA CORPORATION COMMISSION
STAFF'S SEVENTEENTI-I SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-0I345A-08-0172
OCTOBER 24, 2008

Attadlment RCS-3
Docket No. E~D1345A-0B-0172
Page 134 of 137

Staff 17.9 Property taxes. Refer to Mr. La Benz's property tax workpapers
designated by JCL_WP26. (a) Please conf mf that the revised 2008
Assessment Ratio pursuant to House Bill 2784 is 23 percent. (b) Please
indicate how the 2007 composite rate of 8.34% was derived. Show
detailed calculations. (c) Please indicate what the 2008 composite rate is
and how it was derived. Show detailed calculations. (d) Please indicate
how the estimated 2009 State equalization rate was derived. Show
detailed calculations. (e) Please indicate what the 2008 state equalization
is and how it was derived. Show detailed calculations.

Response:
(a) APS agrees that the 2008 assessment ratio is 23%, see APSl3168. Note

the 2009 assessment ratio is 22%, which will be used for the update to the
Property Tax pro forma (see SFR C-2, page 9, column 26) in Rebuttal
Testimony.

(b) The 2007 composite rate was derived using the 2007 tax bills provided by
each county. The total property tax paid by APS ($121,862,033) was
divided by APS's total assessed value (l,459,870,125) to determine the
2007 composite rate of 8.34%.

(c) The 2008 composite rate will be derived in the same manner as the 2007
composite rate. However, not all of the 2008 tax bills have been received.
An update to this rate will be provided once all of the tax bills have been
received and the final 2008 composite rate is calculated.

(d) The Arizona Joint Legislative Budget Committee calculated the estimated
2009 (FY 2010) state equalization property tax rate of 34¢ (see HB 2220
Fiscal Analysis attached as APS13169). Laws 2006, Chapter 359 (HB
2876) requires that the stare equalization property tax rate is adjusted for
truth-in-taxation during the three year suspension period 2006 through
2008, so that when the rate is re-established in 2009 (FY 2010), it will
reflect the growth in existing property values in the intervening years (see
HB 2876, attached aS APS13l70).

I

(e) The state equalization rate was suspended for 2006, 2007, and 2008 per
Laws 2006, Chapter 354 (HB 2876). Therefore, the 2008 state
equalization rate is zero.

Witness:Jason La Benz
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ARIZONA CORPORATION COMMISSION
STAFF'S NINETEENTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-0I345A-08-0172

NOVEMBER 10, 2008

Attachment RCS-3
Dcdet No. E-01345A-08-0172
Page 135 of 137

Staff 19.61 Organizational Redesign Costs. Refer to the response to Staff 12.34(b).
(a) Please provide the ACC jurisdictional amount that relates to the
charges from CRA lntemational totaling $287,116. (b) Please provide the
ACC jurisdictional amount that relates to the $24,268 incurred to develop
a formula rate for the FERC jurisdictional customer. (c) Explain why this
FERC cost was not directly assigned to the FERC jurisdiction

Response :
(a) & (b) The ACC-jurisdictional amount of the $287,116 is $278,503 and the

ACC-jurisdictional amount of the $24,268 is $24,237. Note that $278,503
referred to in part (a) also includes the $24,237 referred to in part (b).
Since APS already proposed a Rebuttal Testimony pro forma adjustment
in response to Staff 12.34(b) to remove the $24,237 CRA charges, the
remaining ACC-jurisdictional amount of the CRA expenses included in
the Cost of Service is $254,266.

(c)APS inadvertently included the CRA charges related to the development of
a formula rate for a FERC jurisdictional customer in the Cost of Service.
APS agrees that the above stated ACc-jurisdictional amount of $24,237
should not have included in the Company's Cost of Service, which is why
the Company proposed, in response to Staff 12.34, a pro forma adjustment
to remove the CRA. expenses.

i
Witness: Donald Brandt
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ARIZONA CORPORATION commlsslon
STA.FF'S TWENTY-SIXTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICECOMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08_0172

DECEMBER 3,2008

Gains on SON Allowances. Refer to the response to StaiTI4. 12, part d. (a)
Pleaseprovide the ACC jurisdictional amounts for the Gains from
Dispositionsof Allowances Account411.8, Gain on Disposition of
Property Account 421.1 and Construction Workin Progress Account 107
for each year 2003-2007.

Response: See attached APS13512.

Witness: Jasonl a Benz
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Year
2003
2004
2005
2006
2007

Gains from
Disposition of

Allowances Account
411 .a

$

ACC jurisdictional amounts for the Gains on S02 Allowances

Gains on son Allowances (ACC Jurisdictional Amounts)

Gains on
Disposition of

Properly
Account 421 .1
$134,048

3,864,103
519,134

6,352,795
331 ,080

Response to Staff 2B.2

Construction
Work In

Progress
Account 107

$

7,488,755

4,522,999

Total Gains
$ 134,048

8,387,102
519,134

13,841,550
331.080

Attachment RCS-3
Docket No. E-01345A438-0172
Page 137 Rf 137
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l. If a public service oqrpomdonseeks a change in its depreciation rates, it shall submit a request for sUch aspart

I.|.

R14-2~10Z. TreatMent of depreciation
A. The following definitions shall apply in this Section unless the context otherwise requires: . .

l. "Accumulated depreciation" means the summation of the annual provision for depreciation from the time that
the asset is. first devoted to public service.

2. "Cost of removal" means the cost of. demolishing, dismantling, removing, tearing down, or abandoning of
physical assets, including the cost of transportation and handling incidental thereto; .

3.."Depreciation" means an accounting process which will permit the recovery of the original cost of an asset less
. its net salvage over the service life. . .

.4. "Depreciation rate" means the percentage rate applied to the original cost of an asset to yield the annual
provision for depreciation. .

5. "Net salvage" means the salvage value of property retired less the cost of removal.
6. "Original cost" means the cost of property at the time it was first devoted to public service, .
7. "Property retired" means assets Which have been removed, sold, abandoned destroyed, or which for any cause

have been Withdrawn from service and books of account.
8."Salvage value" means the amount received for assets retired, less any expenses incurred in selling or preparing

the assets for sale; or if resined, the amount at which .the material recoverable is chargeable to materials and
Supplies, or other appropriate accounts. '

9. "Service life" means the period between the date an asset is iirstdevoted to public saw/icc and the dateof its
retirement from service .

B. All public service corporations shall Maintain adequate accounts and records related to depreciation practices,
subject to the following:
l. Annual depreciation accruals shall be recorded.
2. A separate reserve for each account or functional account shall be maintained( . _
3. The cost of depreciable plant adjusted for net salvage shall be distributed in a rational and systemic manner over

' the estimated service life of such plant.
4. Public service corporations having less than $250,000 in annual revenue shall not be required to maintain

depreciation records by separate accounts but shall make annual composite accruals to accumulated
. depreciation for total depreciable plant."

C. Requests for depreciation rate changes and methods for estimating depreciation rates shall be as follows:

Of a rate application in accordance with the requirements of R14-2-103.
.2. A public service corporation may propose any reasonable method for estimating service lives, salvage values,

and cost of removal. The method shall be fully descnhed in a request to change depreciation rates.
. 3. Data and analyses supporting the change shall be submitted, including engineering data and assessment of the

impact and appropriateness of the change for ratemaking purposes.. .
"4. Changed depreciation rates shall not become et*fective and] the Commission authorizes such changes..

D. Upon the motion of any party or upon its own motion, the Commission may determine that good cause exists for
Sranfins a waiver from one or more of the requirements of this Section.

. Historical Note
Former Section R14-2-l02repearled, .former Section R14-2-127 renumbered as Section R14-2-I02 without change

.effective March 2, 1982 (Supp. 82-2). Forward to the rule corrected as tiled April 13, 1973 (Supp. 89-1).
Section R14-2-102 repealed, new Section adopted effective

April 9, 1992 (Supp. 92-2).
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Attachment RCS-5

Documentation Related tO ~CustomerCoMp1a1nts '.

~. Regarding APS'. Implementation of System Facilities

Charge in 2008
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S.:san C85309
Supawsor
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Tec. 3G2~250-2705
Fax 602-250-3053
e-mafi $::san.Casacy@aps com

Mad S#a1inn 9703
FO Box 53999
Fhoenos. Arizona a50723999

O

n

August 21 , :zoos

Guadalupe Ortiz
Public Uxilixics Consumer Analyst
Arizona Corporation Commission
P00 West Washington SUUCI
Plwznmix. AZ 85007

1

RE : ,-uzLzor~A CORPORATION COMMISSION STAFFS FIRST SET OF INFORMAL DATA
REQUE§T RICK OHANESIAN COMPLAINT
COMPLAINT NUMBER 69859

f8nciosed is Arizona Public Service Company's ("APS") response no question Staff L11 of Staffs First
Set of Informal Data Requests in Lhe above mentioned matter. Please note Thai one or more of these
uctachmcms is considered customer confidential malerid and is being pmvidod to Staff pursuant lo Rule:
-\.c..c. Rl4~"-"'08(A »r~m.

If you of yum' staff have any questions harding the enclosed information please contact Jennie Vega at

(50"' )250-2038.

Smxzerttlv.
I

)

Q ' D 9 56
Susan Casudy

Attachments

Cc: Eli Abinah
Ernest ]0h!'lS\°)ll
Pram Bah!
Connie Waiczak

Jeer Ms. Clniz:

S(.l-'vid



ARIZONA CORPORATION COMMISSION
STAFF'S FIRST SET OF tNFORM.<°LL DATA REQUESTS TO

ARiZONA PUBLIC sERv1cB CQMPANY.
REGARDING THE MATTER OF RICK OHANESIAN'S co1»u=LAn<T

COMPLAINT NUMBER 69859
AUGUST 15, 2008

Stai¥ Luibuna1 L31 Please provide a list and indicate the number of customer's that
APS has billed a "System Facilities Charge" to.

I
Response:

Since Febnxary 28. 2008 when the mos! accent revisions to APS'
Schedule 3 (Conditions Governing Extensions of Eleclnc v
Distribution Lines and Services) took effect. APS bas billed4 4 9  *
developers or customers a £otJoFf l ,95?..710 in "System Facilities
Charges". Attached as APSI2812 is the last of customers who
have been billed the charge.
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A n4buid*imy dPi»nad¢ West C'aplaxl Corpuuwnnon
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Jeffrey B. Guldner
Vi President, Rates &
Regulation
Chief Compliance Officer

Tel. 602-250-2952
Pa: 602-250-2873
Jeff.Guldner@aps.com

Mail Station 8995
PO Box 53999
Phoenix, Arizona 85072-3999

I
I
I
I
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I September 9, 2008

Ernest Iohmmson
Dixecnor, Utilities Division
Arizaona Corporation Commission
1200 W Wasbingon
Phoewrlix, AZ 85007

1

Re: APS Line Extension Policy, Schedule 3

Dear Mr. Johnson:

As you lalo, we have been meeting with StaH' recently in an informal effort to resolve
scvcml informal oonsuma complaints regarding APS' implementation of Schedule 3, as
approved in Decision 70185 (February 27, 2008). These complaints involve the interpretation of
how "line and service extension" costs are determined by APS. On August 22, 2008 we provided
Staff with a memorandum that explained our understanding of how these costs were to be
determined, and our interpretation of the applicable tariff authority to assess such costs.

l

I
I

Based on our subsequent discussions with Staff, we understand tiuzrc is still a concern
over APS' interpretation of Decision 70185. As you and I discussed, much of these concerns are
timing issues because the proposed Schedule 3 in APS' pending rate case explicitly states how
such backbone inNastructme costs and System Facilities Charge axe to be calculated. We also
appreciate Staff 's wi l l ingness to discuss how we can resolve these complaints without au:
customers having to undergo formal complaint proceedings, or ncccssitaxing a tiling that woad
require both Sta.&` and Commission time and resources to pursue, 12rz=ly in parallel with the
same issue being considered in the rate case.

Accordingly, in an eHlort to resolve this issue and based on conoems expressed by Sui,
we have agreed that APS will stop collecting the System Facilities Charges under Schedule 3 at
this time and refund the amounts, with interest, that have been collected from customers since
Febmacry 28,2008. The specific methodology for collecting System Facilities Charges will then
be clarif ied ad determined in the pending APS rate case. APS will contizme to collect all costs
for local distribution facilities asprovided for in Scheddc 3.

I
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. Far your nefcrence I haweataMed weepy ofthe.d1ra:Pc 111a1 Would be to customers ;Q
g n n u e .of System Facilities Charges. collected by ANS alter Febwérv 27, 2008..
A.dditiona1ly,APS will attempt to comm: lime applicants who had preiriously received
quires Ana! the System Facilities Charges teinfonn thexun that éueh charges .will no
.longer be required.

I
I
I
I

Sincerely,

l
I
l
i

J¢f1*Gu1an¢r

Joidsz

. Steve Olga
w j m m m h

Ortiz
m m  M a d r i d
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September xx, 2008
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CUST NAME
(DBA Name. If abdicable)
ADDRESS
CITY STATE ZIP

Re: Refund for System Facilities Charge at (Sewlce Address) 1

Dear Customer Name:

As you may know. Aps' line extension policy, Service Schedule a, was modified earlier
this year. The modifications provide for the collection of costs of Installing local
distribution facilities as wet! as certain other distribution system-related costs.

In our pending rate ease, APS has proposed additional modifications to Service
Schedule 3 that clarify how APS will calculate the system costs for new extensions
through the System Facilities Charge. Until a determination can be made of how system
costs will be calculated in the Pending rate ease, APS will not collect a System Facilities
Charges for new extension requests. The Company will continue to coiled Local
Facilities Charges as provided for in Service Schedule 3.

Based on this policy change. APS has reviewed your account to determine whether a
refund of the System Facilities Charge is warranted. The enclosed chen is a refund with
interest al the amount you paid for that portion of your line extension request(s)
exerted a11er February 27, 2008. Mthough Senlce Schedule 3 may be clarified or
changed in the pending rate case, such changes would take place in the future and you
will not be re-invdced at a later date for Syd en Facilities Charges for the specific line
extension request(s) Md are the subject of this refund.

No further action is required on your park. If you have any questions regarding this
refund. please do not hesitate to call me at 0000 xaoc-xxxx. Thank you for giving APS the
opportunity to provide electric service to your project,

Sincerely,

I
»

I
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From:

Sent:

L Ìa>n.sAd'.f€'II:°3Ds :Mn

Pfiaav. Auq.»s:D8 '=c=:;8 "\C PM

Subject: FW  ACC Carno»alnts . - -  Ccmpiaanr  Nu 59859 gAs»rocahe Ref#  14832 :
Atzachmenrs: system lamicy charge expeanauonndt Labor.pof Maaer»al.pdf

nu-
-

.
I This email »s to provide you with the specific details for _ This mfonpation :S

being provided to the ACC with the understanding this would fail onto our competitive
ccnfideniuai infomwatucr and cannot be shared with the customer. Please let me know if you
nave any Questions regarding confiuentiaiity.

Back_groun_d
Hi s t onca i l y ,  A r i zona  P . . o l i c  Serv i ce  Com pany  s  { "APS o r  Com pany" l  l i ne  ex t ens i on  po l i cy  as
descr i bed  an  t he  A r i zona  Corpora t i on  Com m i ss i on  t  Acc"  o r  ' Com m l s . s i cn ' )  approved  Serv i ce
Schedu le  1 .  has  prov ided f o r  t ree  l i ne  ex tens ions based on a  f oo tage a l l owance or  based on
the - ' resul ts of  an economic feasibi l i t y  zest .  In Decis ion No.  69683,  dated June 28.  2007.  the
' cmmesi -an approved e t  modi f i ca t i on  ' o  Schedu le  3  t ha t  cnangeo :he  method used to

administer l ine exlens-ons l iar szrlg le-Fami ly resident ia l  projects and resloent is l  subdivis ion
deve lopments  re  one tha t  was cased on a  spec i f i ed  do l l a r  a l l owance i n  l i eu  o f  be ing based on
. . : » IaQe or  economic feas ib i l i t y  ana lyses The extens ion po l i cy  prov i s ions op: - l i cab le  ro  genera l

service CLl'5TGil'1E'fl$ :Vere Jr i changed and  con t i nued l o  be  eased on  a  t es t  o f  economic
f ees i b l l i t v  Dec i s i on  No  69623  a l so  o rde i eo  APS ro  f i l e  f o r  Com m i ss i on  approva l  a  rev i sed
extension ooncy that  would e i imfnale a l l  do l lar  a l lowances end tests  for  economic feasib i l i t y .
G i ven  APS ur l p receoenreo  g rowth  and rap id l y  i nc reas ing  i n f ras t ruc tu re  : oa t s .  t he  Commiss ion
ion -t  appropriate *hat  'Ne new inf rast ructure cost  burden ShOuld be shi f ted f rom the exist ing
cus t omer  ' vase  t o  new grow t h  cus t omers  APS t i l ed  \ t s  rev i sed  vers i on  o f  Schedu le  3 .  wh i ch
was approved by  : he  Commiss ion  i n  Dec i s i on  No. 3185 . n  February  2808

S ch ed u l e  3
Schedule 3 was rev ised *o ensure that  growth customers cont r ibute costs  su lT ic ient  to  fund the
extension of service as determined by the Company m c l u d l n g  b a ckb o n e infrastructure costs.
APS evaluated severa l  a t t emal i ve  methods o f  de term in ing  now the  growth  cos t s could be
collected from customers on an equrlable bases Ana chose a method similar t o  t he  m e t hods
usar l  by water ut i l i zes and mumclpal i t l es to fund in f rast ructure development.

, ro t h  ccs l s  w ere  d i v i ded  i n t o  t w o  ca t ego r i es ,  l oca l  f ac i l i t i es  and system faci l i t ies.  As wi l l  be
descr ibed in more deta i l  be low local  fac i l i t i es are s i te  speci f i c .  wr l rCf l  can provide serv ice to
one or more customers Whi le system faci l i t i es are fac i l i t i es that  support  serv ice to large
numbers  o f  customers For  water-serv i ce  u t i l i t i es .  t he  l oca l  f ac i l i t i es  i nc lude the l oca l  mains
that  are I r l sra l ieo wi th in a subdiv is ion Ana the laterals that  t ie customers to the local  mains.
System fac i l i t i es are large,  backbone mains,  pumplbooster s tat ions.  t reatment  fac i l i t i es.  and
wel l s  i n  avast  i ns tances t he  ora l  f ac i l i t i es  are  d i rec t l y  pa id  f o r  o r  i ns ta l l ed  by  t he  customer or
deve loper  seek ing serv i ce and re f l ec t  me actua l  costs  o f  t he l oca l  f ac i l i t i es .  Backbone or

1 "\a'»\L:



L mmplilmx N-.t: h-l5*..*! f.1»I}'1*~:zl1c .1-1 l"11f:u 1 M 4

stem :`ac;ahsles arélremaently funded though hook-up or connectnorr fees that are charged
based on ere size cf the meter or servxcejine required to serve the customer. large customer
typically pay higher fees

Local Facili_ties§3harge
T'ne Local.Faclie£ies Charge recovers the cost of iccalfacilifies. In the conzexm of trite application
of APS' Service Schedule 3 local facilities are the eleCtrical distribution facilities. constructed
solely to serve érflndividuaf customer Ar group of customers For example the local: facilities
to serve a residential subdivision Would consist°of the' Primary line extension required to tie the
subdivision to the APS oistributior svstem as well .as the eectrical facilities consfruczed vinihin
lhesubdivision including iranoformers. service Iines.- and meters. Local facilities dc not mclud
elder ties capacitor banks needed for system .requirements nor investments that provide for
futL.re growth If warranted, the Local Facilities Charge will .also include the cost of relocanon
or removal of existing facilities required to meet the customers request for service ..: -Costs
recovered Mrouglizhe Local Facrirties .Charge depend. upon the equipment and facliites
needing ro' pa installed to provide service based on the customers specific service
requirements .and are eased on.cost estimates developed through APS computer based cost
estimating system

A dsstrvouzion eng=.neer.or customer sen/:oe representative. wt!! Prepare a design .that details the
construction labor and. manerlals required to serve the customer Ana the cost F85-gimagng
sysierrr -develops a Protect cosrthat ingziuces rypzcal gonstrucrion and general overheads such
s en.gme8ring costs wvarenousmg costs; and transportation costs

System Facilities Chart
Sysiexu Facilities are those facilities installed by the Company such as New sUbstalsONsz new
elder 1:'neS andlor upgrades, Ana other equipmerltwnstallations reg:;ulé'ed.lto.subporl-lhe
C1f"lD3l'1y 's aggregate | load sen/irlg and voltage regulation requirements as a result of new

growth- The S,/srem Faczlitses Charge 1.sFc8 payable by.a customer is based on rhesiie at
rue Serv-ce Entra-'ice Size s 'SES lrequlref.l by Me customer and the/delivery voltage; This is
equivalent to the meter size used by water-service utHities;. The SFC was' developed based -on
an examination cf a 3~year rolling average ofthe investment made hw* APS in distrrlnnion
don ons a 1:\r»m. aments. exclusive of extensions made to customers. "Grid health

mvestmems such as 'Luke-for-like" ordinary replacements. cablereplaCements; reliability
prefects.' stone damage coSls.etc. were also excluded. The 3-year average capxial
expenditures, including overhead loads- was compared to the aliccated peak load serving
raqurremerlts for residential and non-resideniial customers and 8a. base line cost.was
established. For typical residential customers served Ar 12Ql240 V.sirigle phase. a 200
Ampere SES was selected as 1ne.base.line-'. For non-residential customers. a 190-KVA base
line was selected; Multaphers of these base-lines were (used to detamlrle me SFC for service
requests for owner sizes of SES

Breakgigwn in Ch.arsaes;4Fc
The LOcal Faorilty Charge Breakdown attachments induuelwo. sections; labor .and material
The program APSuSes to provide costeestnmates is a live system, meaning the Prices of
maaena! can change as :inventory is added.and costs are updated. APS freezes the costs
associated.with a project once an e tirade is Drovrded to the customer I- have attached the
costs' The customer would pay today for (his project, which is shghtiy highernhen the prior
snrnate
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The attaches -document labeled as 'Mate'ials" show the cost of materfaa only .s14.6-19 003 Ana
me. ioaoe-.i costs' (3153-42.51! winch unduecosts that are not recovered an the °'cc>nstruc!son
.abc-r' such as engirzeerzng or surveying.

*we 3rtached document eabeiea as 'Labor" show the cost of me actual savor for the specn8c
1;-I3 nhlch as $3.703.68.

I
As you recall in a prior 8M8i1 i advised the labor costs were $7 s08.ou Ana the matedal costs
.Vere $14,549 .10 which equaled S22.457.00 for the LFC.

I

Uslrng todays prices to provide an exarnpie of now that figure was calculated. we would take
the 'urzloaced material cost of $14,682 38 from the current zota4 of S22.646.19 which equals
$7 2363 21

I

Brgakdqwn Jr Cha;ges_sFC :
APS has srovrdea the rnerhodolagv in the pricing for the System s Facitizy Charge. I have also
attached the fagufes. which support the threeyear average an a document eased System
Facnhty Charge Explanation. Based on the 800 AMP 2771486 *$ES.° me SFC for this customer
would be $23.617 00.

'svstern.:":4:.l1:\ charge -,fman8l-¢,n,;=,¢f=~ .~-'Laocs.pd'=* <~<Matersaa any" .»

: aztoreczaze the oop-.>r:Lniw !oprovince ts information. if you have any auesnons. please let
me y_now_

H
H

Thafvcs

!.»O!*SUlTi€1 Acvocaze

IL3~:fss,l,mer Advoca' e Re! #- :4s32» On 7/812,08 wrote'

it -iv-» --Eu-_una 1I1-u1-»

I

1"cr": @8z¢c gov}
Sent. Tuesday. July 08 2008 3.26 PM
To' Consumer Advocate. (ConsAdvl
Subject. A C C  C o m p l a i n t s  -  -  C o m p l a i n t  \ l o  6 9 3 5 9

Please see :he anaahed complaint It as in PDF format.

: : : : : : = : : : : =  ; : = = = = = = = = : = = : = = = : : : = = : = : : : = = : : = i s o o t n o t e  c o n f r m s  m a t

thus egad message has been scanner to detect mallcnous content. if you
ex,-:efienee problems please e-man! postmaster@azcc.gcv

IU.O¢
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SES. 120/240 Ratio* Fee nr
60 14. 0.30 $196
100 24 0,50 9%
125 30 0.63 $408
150 38 0.75 $489
200 48 1.00 $652
zs so 1.13 $734
300 72 1.50 $978
400 96 2.00 $1 ,304
60GI

I 14-4 3.00 $1.956
800 192 4.00 $2.608

.Kva 18 $4Kva Kva

SES 129/:iso .R3'liO' Fee as 1 to/zaa Ratio* Fee " 277I4»80 Ratio* Fee "'
e0 25 0 25 sees 22 0.22 $768 Sc 0.50 $1,771
100 42 0.42 S1.476 36 0.38 $1 ,279 83 0.83 $2,952
125 52 0.52 $1.845 45 0.45 $1.599 104 1.04 ss,s9o
1 SG 62 0.62 $2.214 54 D.54 $1.919 125 1 .25 $4,428
290 83 o BE $2.952 7_2 0.12 $2.558 165 1 .66 $5.904
225 93 0.93 $3,221 BI 0.B1 $2.878 187 1 av" .$6,B42
:sao 125 125 $4.428 108 1.08 $3.838 249 2.49
400 166 1.85 $5.904 144 1.44 $5,117 Paz 3.32 511,808
sao. 249 2.49 $8 856 216 2.15 s7.s7s_= 498 4.98 $17,712
too adz I 3.32 $11,808 288 z.aa so; 6.64see 523.617
100o 415 415 514.760 360 150 $12,792 B30 a.:w - . 129,521
12ND 498 4.98 $17,712 432 4,32 $15,351 995 9.96 $85,425
.1600 S76 5.78 $20.46a 1329 13.29 541.233
20D0' 720 7.20 $25,585 1661 15.51 $59,041.
zoo 900 9.00 531,981 2076 20.76 $73,882
3000 1080 11180 $258,377 2491 24.91 $88,562

2008 SyStem Facilities .Charge

Based on 4BKva base
Based on System Fee of $652

Based on 100Kva base
Based oh SystémFee o( $3.555

MS ws System Facilities ChargeXls
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RE: STAFF REPORT FOR ARIZONA PUBLIC SERVICE COMPANY'S
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Attached is the Staff Report on the Appropriate Accounting and Rate Treatment to be
Afforded Incremental Schedule 3 Fees Expected to be Collected as a Result of the Elimination of
Free Footage Allowances in Extending Distr11>ution Lines to Save New Customers.
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STAFF REPORT
UTH,ITIES DIVISION

ARIZONA CORPORATION commlsslon

ARIZONA PUBLIC SERVICE COMPANY
DOCKET nos. E-0]345A-05-0816 ET AL

REPORT OF THE UTILITIES DIVISION STAFF on THE
APPROPRIATE ACCOUNTING AND RATE TREATMENT

TO BE AFFORDED INCREMENTAl. SCHEDULE 3
FEES EXPECTED TO BE COLLECTED AS A RESULT OF

THE ELIMINATIQN OF FREE FOOTAGE ALLOWANCES IN
EXTENDING DISTRIBUTION LINES TO SERVE NEW CUSTOMERS

JANUARY 29. 2008
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1. STAFF CONCLUSIONS ANDRECO1V1MENDATlONS

Staffs significant conclusions, recommendations, and bases for such recommendations
regarding the accounting and me treatment to be afforded incremcnW receipts expected to be
collected by Arizona Public Service Company ("APS" or "Company") as a result of eliminating
the free footage allowance for distribution line extensions ordered by Arizona Corporation
Commission ("ACC" or "Comlnission") Decision No. 69663 are summarized as follows:

• A11 fees received pursuant to elimination of the Bree footage allowance for
distribution line extensions shod be considered to be Contributions in Aid of
Coxutruction ("C]AC"). Pursuant to the Federal Energy Regulatory Commission's
prcscribd Um'form System of Accounts General Plant Instruction, such
contributions should be credited to the plant accounts to which construction costs
incurred by APS were charged when extending distribution lines to serve new
customers. APS' proposal to record incremental fees expected to be collected
pursuant to eliminating the her footage allowance as Miscellaneous Service
Revenues shod be rejected

• Commissioner Mayes has raised questions of how the two methodologies being
considered for recording Schedule 3 fees will 1) better provide benefits to customers
over the short and long nm anal 2) better mitigate future rate relief Staff submits
that both accounting/rate proposals will provide bencfnts to existing ratepayers over
the short and long nm and mill also mitigate to some extent future rate relief
required.

»
n

It is reasonable to use present value analysis both to measure benefits to axstomezs
over the long and short nm and to evaluate the ability to mitigate vulture rate relief
As a general proposition, the extent or degree to which one methodology will appear
to result in more present value savings to customers depends to a significant extent
upon the discount rate employed to calculate the revenue requirement stream unda-
the two different approaches.

I
I

9
I
I

Discounting the revenue requirement streams under the two methodologies using the
Company's before-tax cost of capital (l2.07%) yields a slightly lower net present
value of revenue requirements under the revenue methodology. Utilizing a lower
discount rate, such as APS uses for resource planning puuzposcs (8.0%), indicates nun
the CIAC methodology results in a Iowa net present value of revenue requirement
streams. Under the CIAC methodology, customers receive more nominal dollars of
revenue requirevnen! savings from the Schedule 3 fees, though they must wait longer
to receive such additional nominal dollar savings. That is why under a present value
analysis, a higher assumed discount rate tends to show that the revenue methodology
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is better for ratepayers, while a lower msU1nM&scoWt rate will tend to show drat
the CMCme&odolo9 is mom advantageous for ratepayers

Since a net present value .ooxnrparisbN of benefits .to m¢pay¢rs"und¢=r-me two
proposals.iS inconclusive, Staff relics instA=:hd"upon other Practical and éonceptixal
consddexamions for 'its Proposal to the CIAC methodology "over the
revenue methodology for recording incruncntal Schedule 3 fees

If this Commission were to permit APS to record the amounts expectedito be
collected to cover the cost of line extensions as revenues (over the recommendations
of Sta8to record such fees as CIAC); the amounts that APS initially collects under
Schedule.3 should be deferred until APS files its next rate case, at which time the
deferred Schedule 3 revenues should becredited in the development of APS' retail
cost of service. APSargues in support omits revenue accounting Proposal for the
Schedule 3 fees that such methodology is most advantageous to ratepayers. The only
way this ANS conclusion could reasonably be considered correct is if retail
ratepayers are credited for ad Schedule 3 revenues received from inception of the
Schedule.3 revision

ovE1wIEw AND HISTORY OF EVENTS LEADING To EL1M1NANON on
FREE FOOTAGE ALLOWANCE

Prior to the issuance.pf Decision No, 69663, new cuswumers were provided her footage
and/or distribution line cxtmsionconstruction cost allowances. FootageaNd/or costs iN excess of
prescribed "free allowance" pamunetersxesulted in new cusnozners paying potentiallyteiiiiudable
advances" andlor agllee'mg rd pay special "facilities charges" calculated plncsuant- to an APS

EconomiC Fcasility sway. Within Decision No.- 69663 issued within .Dock¢t No; 18-01345A
05-081.6 et .aL APS was ordered tOile "revised line euctmsion tau:iEs that eliminate any free
footage or &he allowance and remove any requirement for economic feasibility analysis as
Othaiviiise required pursuant to A.A.C. R14-2-207.C.l and C.2"' The basis for this I°=IuiI'=<l tariff
change is foumnnd at page 97 of Decision No. 69663 that states, in relevant past

[Wye find Thai, in view of the unprecedented growth in APS' seMce 1eMto4
granting APS variances to A;A.C. R14-2-207.C.I and C.2, .which require a
company ro provide a specfjiedfootage of distribution line at no charge, is a
necessary and appropriate measure ro shy? the burden of nosing distribution

grastruczure costs awayjrom the current customer base togrowth

Io a Prcsmt value analysis, the additional 1mnunuina1 dollars of furore years savings are discounted back ro arrive at
their value stated in today'.v dollars. The higher the discount :ate used to discount fuune nomrijual dollars of savings

under Rh: CIAC methodology, the lowes the present value of such fixture revenue iequixement savings
As FURTHER ORDERED found OB page 156 ofDccision No. 69663
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It is important to note three items surrounding this required tart&` change. First,noparty
had advocated this change in profiled testimony or exhibits? This tariff change is being
implemented pursuant to this Commission's own initiative. If any party had made such a
proposal to eliminate the free footage allowance along with a concurrent proposal to treat
incranental receipts from charging the cost of ail distribution line extensions as revenues, that
party undoubtedly would have, and most certainly should have, lmdertakten a calculation and
proposed an adj vestment to APS' retail cost of sem'ce to reflect the impact of such chalngc upon
APS' base late revenue requirements.

Second, the incremental fees to be collected under the revised Schedule 3 are
indisputably and unequivocally tied to the distribution plant construction cost required to be
incurred to serve new retail customers. Thus, from Staff"s perspective, it is intuitive that the
into/zz of eliminating the free footage allowance is to deli-ay the significant incremental
investment in distribution plant that APS is speeiiicdly incuring to serve new retail customers.

Third, this tariff change is predicted by APS to sigxnilicantly increase fees to be collected
pursuant to Schedule 3. Specifically, withii1"B3:1'Hbit'D affixed to Mr. Thomas Mun aw's letter to
this Commission dated Decemtba' 20, 2007 (hereinafter referred to as "APS' December 20"'
letter"), APS predicts that it will receive incremental Schedule 3 line extension fees as follows:

Year
2008
2009
2010

Amount
$50 million
117 million
159 - 191 million

These are either revenues orjimds to qjivet curvazt construction casts - depending upon
which aeeountinyratc tlealtrnmt this Commission authorizes - trait owe never considered in any
fashion within the development of the retail cost of service undeglyiing the base rates authorized
within Decision No. 696634

m POSSIBLE ACCOUNTING AND RATE 'rR1s:ATmEn1's T O AFFORD
SCHEDULE 3 Rncmrrs EXPECTED TO BE COLLECTED TO CONSTRUCT
DISTRIBUTION Liu: EXTENSIONS TO SERVE NEW  cusTomERs

Staff has idcnti5ed three possible accounting and rate treatments that could be a8orded
the Schedule 3 receipts anticipated to be collected to cover APS' costs to construct distribution
line extensions to save new rail customers - all of which have already been addressed in some
fashion in various documents filed in Docket No. E-01345A-05~0816 et al since DecisionNo.
69633 was issued.

!

O
t

: APS proposed, and the Utilities Division Staff' did not oppose, a construction cost limitation for hw line
extensions concurrent with the elimination of the free footage allowance. However, no party proposed complete
elimination of all line excUrsion cost limitations and free footage allowances that was dtimately ordcrod by this
Commission.

I
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First, as APS proposes, the fees could be recorded as Miscellaneous Service Revenues.
Under such accounting/rate treaUnatt, the fees would be considered and recorded as operating
revenuesavailable to cover, in part, APS' cost of serving retail customers. As long as there is
any retail growth inAPS' service territory, it can be expected that some amount ofMisccllaneous
ServiceRevenues in the form of Schedule 3 receipts would be available to consider within the
cost of service employed to develop rail base rates.

Second, as Stay proposes, the fees could be treated as CIAC. Under the CIAC approach,
Schedule 3 fees are ultimately recorded as a reduction to plant 'm so°vice. The reduction in plant
in service, in turn, results in a reduction to the rail cost of service in the form of a reduced
return requirement, reduced depreciation expense and reduced property tax expense.

Third, the fees could be treated as cost-fleecapital in the development of the Company's
overall weighted cost of capital. Tlltis approach is similar, though certzlirxlynot identical, to the
CIAC approach. Under dis approach, a balance sheet accost for Cost-Free Contributed Capital

would be established Its balance would be included in the developfznnent of the Cornpalny's
overall cost of capital along with the more traditional long tam sources of capital such as
common equity,preferredstock and long term debt.

The advantages and disadvantages of the three alternatives for the three diffaunt methods
of beating the incremental Schedule 3 fees are discussed below.

A. Recording SahedWe fees as Miscellaneous Revenues

Advantages 0£ and argwunents for, recording the Schedule 3 fees as Miscellaneous
Revenues include:

[fbasc rates recently established pursuant to Decision No. 69663 are not immediately
revised downward for the estimated impact of the Schedule 3 change, for some
indeterminate period of time, APS will enjoy unanticipated earnings and cash flow.
The inaeased earnings and cash flow will, no doubt, boost the interest coverage
ratios and cash flow metrics that crept rating agencies review when analyzing the
credit worthiness of APS' and PWCC's debt instruments. Better credit ratings
boosted by the unanticipated windfall resulting from die Schedule 3 revenues could,
in Nam, reduce APSe/PWCC's borrowing costs. Further, the increased earnings
could result in the delay'6f'APS tiling 'another retell rate case, although it is
impossible to quantify how much of a delay, if any, would be attributable to
allowing APS to retain the unanticipated earnings resulting from tic Schedule 3
changes. I.tlrates were not concurrently reduced for anticipated incremental Schedule
3 fees, most of the short term benefits noted herein would ensure to the advantage of
APS/PWCC shareboldcrs. For reasons discussed below, Staff is recommending that
MPS not be allowed to retain for its shareholders incremental Schedule 3 fees
received up until the time of APS' next retail rate case.

Il
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• Current or "existing" ratepayers will initially receive the largest revenue requirement
savings under the revenue proposal, as long as appropriate regulatory treatment is
adopted. Stat? proposes that, if APS' methodology for recording such fees as
revenues were adopted, APS should be ordered to defer such revenues in a
regulatory liability account until APS' next rate case wherein such deferred revenues
would be credited to APS' retail cost of service. If the incremental Schedule 3 fees
are deferred for future crediting to APS' retail cost of service, most of the APS
shareholder and credit metrics benefits listed in the Ext point descn'bed above would
be eliminated. However, if Schedule 3 fees are initially deferred until APS' net retail
rate case (as Stat? recommends goethe fees are to be recorded as revenues), current or
"existing" ratepayers can expect that the otherwise-caleulatd retail revenue
requirement developed in APS' not retail rate case will be fairly significantly
reduced. The credit amortization of Schedule 3 revenues deferred would be in
addition to, or above and beyond, the revenue requiremait savings that would result
from considering an ongoing level of Schedule 3 revenues in the cost of service
determination. As APS notes, the revalue requirement savings under the revenue
methodology is initially quite significant inasmuch the Schedule 3 revenues would
result 'm nearly a dollar-for-dollar reduction in the otherwise-calculated retail
revenue requirement.

Disadvantages of recording the Sch»edu.1c 3 fees as "revenues" include:

• If the ACC were to allow APS to retain the windfall derived iron recognizing
Schedule 3 fees as revenues without concurrently requiring the incremental receipts
to be deferred until APS' next retail rate case (over the recommendations of Staff),
the noted "advantage" of a boostto earnings, cash flow and coverage rmios cited as
an "Advantage" above, can be expected to be a short-lived, one-time event. Within
APS' next retail rate tilling, an "ongoing" level of Schedule 3 "revenues" will be
considered and 'included within rctdl cost of serv ice revenue requirement
development. Ounce an ongoing level of Schedule 3 revenues are considered within
the cost of service development underlying base rates, the one-time boost to comings
predicted for the next two-to-three years will cease to occur.

•

l

l
I

The amount of Schedule 3 foes to be collected can be expected to be volatile ad
diiNcult to estimate for cost of savicc development. Indeed, APS has estimated the
range to be collected over the next three years to be between $50 Md $159 million
per year. In 1h1u1e rate proceedings, the Commission will have to select the
"ongoing" level of Schedule 3 revenues that it chooses to accept as a basis for
reducing existing base rates. Inability to accurately predict the amount of Schedule 3
receipts will likely contribute to volatility in APS' earnings as "actual" revenues
received could deviate significantly from rate-case-predicated receipt levels.

I
I 0 While initially reducing ratesfaster and more signgfieantly than other adtemnaiives

under consideration, eventually a cross-over point will be reached such that
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recording the Schedule 3 fees as CIAC -or a reduction to plant 'm service- results in
a lower revenue requirement for retail ratepayers. From that point forward, it is
likely Thai recording the Schedule 3 fees as a reduction to plant (i.e, as CIAC) will
result in a lowerrevenue requirement than recording the fees as revenues.I

I

I

I

8. Stqfs Proposal cfT1-eating the Incremental Schedule 3 Fees as CIA C

Arguments supporting Stairs proposal for treating the incremental Schedule 3 receipts as
CIAC, which ultimately reduce net plant in service, include the following:

• The amolml of Schedule 3 "fees" to be collected is tied exactly to expected costs to
construct distn'bulion lines to serve new customers. Thus, izrorn a conceptual
perspective, it is most appropriate to consider such receipts as red&¢c!ion.v in plant
investment rather than an ongoing scam of revenues available to meet any
oorpomte purposeor reduce overall retail revenue requirements.

• APS should immediately and over the long nm experience less comings attrition than
it otherwise would absent the significant Schedule 3 tariff modification. This result
should occur because APS' incremental investment needed to serve each new
customer will be significantly reduced.

• Retail ratepayers will receive a reduced revenuerequirement over the life of the plant
that facilitated the collection of the fees. Thus, under the CIAC proposal, there is
better matchingof costs andbenefits thanexists with the revenueapproach

• Recordingincremented Schedule 3 receipts asCIAC will result in much less rate case
controversy and comings volatility than the proposal to record such receipts as
revenues.

Disadvantages of the CIAC approach - which largely minor the advantages of the
revenue approach, include:

• The savings impact to "existing" ratepayers is much slower toberealized than under
the revenue approach. While rail ratepayers will begin to realize nevcnuc
requirement savings under theCIAC approach in APS' neoN retail rate case, such
savings will initially bemuch srnadler thanunder therevenue approach.

•

I

The possible delay 'mAPS' tiling 'another bass rain case is reduced It is much less
likely that APS' next rate case will be significantly delayed under the CIAC
approach.

•

I

Any short~livcd, one-time significant boost to earnings, clash flow and interest
coverage ratios thatwould occur if the Schedule 3 fees were recorded as revenues
(that would occur if Schedule 3 fees are no: deferred asproposedby StaE)would not

I

I
I
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materialize under the CIAC approach, or certainly would be dh minimum in
relationship to APS' revenue approach

Treating Schedule3 Fees as Cost-Free Capital

I
I

Another accounting/rate approach that could be implemented would be to treat all
Schedule 3 receipts as a cost-ee source of iirnds in the development of the overall weighted cost
of capital. This approach is very similar to the CIAC methodology, but with three distinct
disadvantages. First, under the CIAC approach wherein plant is reduced, there would be an
attendant savings in the form of reduced depreciation expense that would not materialize under
the "cost-£'ee capital" approach. Second, the reduction in recorded plant in service under the
CIAC approach would ds be expected to result in some amount of reduced property tax
expense inasmuch as property tastes are influenced by the recorded book value of plant 'm
service. If the Schedule 3 fees were recorded as cost-free capita.l rather than a reduction to
recorded plant in service, the reduction in expected property tax expense would be forfeited.

Third, if the cost-fiee limas were considered in the development of the weighted overall
cost of capital, revenue requirement savings for retail customers would be diluted. This dilution
would occur because the cost-Nee funds provided exclusively by retell ratepayers would be
considered 'm a total-APS capital structure that would also be supporting non-jurisdictional
investments and possibly other investments that would not typically be afforded rctdl
jurisdictional rate base recognition. We have afixd to this Staff Report as Exhibit No. 1 a
schedule that demonstrates how treating the Schedule 3 fees as "cost~free capital" rather than
CIAC/reduction to plant in service results in a higher revenue requirement - even before
considering and quantzjj/ing additional savings in the form of reduced depreciation expense mug
properly tax e:9a1se. Again, the increase in the revenue requirement under the "cost-free
capital" approach occurs as a result of the fact that the benefits or savings from the "cost-free"
funds being submitted exclusively by retail ratepayers would be indirectly allocated to non-reta.i1-
rate base investments (i.e., CWIP, wholesale rate base, non-utility investments, disallowed rate
base items, etc.) under the cost-free capital approach.

I

l

Staff is also aware of Commissioner Pierce's December 10, 2007-dated lotto where the

Commissioner appears to be questioning whether it might be better for ratepayers if the Schedule
3 times were considered as "revenues" (as APS has proposed) and again as "cost free" or "low
cost" funds in the capital structure. Staff does not believe that it would be equitable to reflect the
fees once as "revenues" in cost of service development and again as cost-lree capital in the
capital structure (or CIAC for that maker). lathe Schedule 3 fees were to be reNectcd as revenues
within the development of the cost of service they would be considered to be offsetting annual
expenses or annual return reqdrements within a given annual reporting period, or more
specifically, within a given test year. In sElect, the "value" of one year's worth of Schedule 3
fees would be utilized to offset one year's worth of other opaalting expenses or one year's worth
of return requirements. As the full value of a given year's worth of Schedule 3 fees under the
revenue approach would have effectively been "used up," it would be inappropriate to again use
these same Schedule 3 fees as cost tree/low cost capital or as CIAC/reducing rate base. In

I

.
:

I
I

I
I

I
I

c.
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summary, utilizing the Schedule 3 fees 'm both areas of cost of service development would result
in a "double dip" to APS' shareholders, and therefore, Staff cannot endorse such approach.

iv. SHORT- AND LONG-TERM IMPACT TO CUSTOMERS OF EMPLOYING 'Haas
CIAC VERSUS REVENUE APPROACH

Clearly, over the short run, treating the Schedule 3 receipts as revenues will result in
more significant reductions to retell base rates than the CIAC treatment. As the Company notes,
the revenue approach yields a dollar-for-dollar rate impact that results in a faster and initially
more significant impact to ratepayers in the aNy years following implementation of the
Schedule 3 change. The CIAC approach initially results in a much smaller impact to retail rates.
This result occurs because, under the CIAC approach, the Schedule 3 fees would be used to
reduce rate base, which reduces the utility's return requirement by only a fraction of what occurs
under the revenue approach. Inuportandy, over the life of the plant that generated the collection
of the Schedule 3 fees, the total revenue requirement reduction undo' the CIAC methodology is
greater in nominal dollars than under the revenue approach

However, on a present value basis, whether or not the CIAC or revenue approach is more
economic for ratepayers is largely dependent upon the interest rate employed to discount fume
revenue requirement streams estimated under each approach. Under the CIAC approach,
revenue requirement savings for ratepayers resulting Bam the Schedule 3 receipts are slower to
be realized than urndcr the revenue approach. Holding al] else constant, if those "future revenue
requirement savings" resulting from the CIAC approach are discomrted using a high discount
rate, the CIAC approach would appear to be less economic to ratepayers on a present value basis.
Conversely, if fixture revenue requirement savings under the CIAC approach are discounted
using a relatively low discount rate, the CIAC approach will appear more economic for
ratepayers.

I

IMixed to this St218` Report as Exhibit No. 2 is a printout of an analysis undcnaken by
APS regarding the net present value of 30 years of revenue requirements to ratepayer for a single
vintage of Schedule 3 receipts. The analysis calculates the nominal revenue requirement under
the CIAC and revenue approaches, and then discounts such revenue requirement streams to
arrive at the net present value of revenue requirements mndcr each approach. In the analysis ANS
assumed that $1,000 of 'incremental Schedule 3 receipts were collected to cover the cost of a line
extension that has an expected life of 30 years. The key conclusions of the APS analysis are
summarized as follows:

i

l

Over the 30-yelar life of the line extensor which facilitated the $1,000 Schedule 3
receipt, revenue requirements stated in nomaizal dollars is $1,346 less undo the
CIAC approach tlazm under the revenue approach.

• When the nominal revenue requirements under the two approaches are discounted
utilizing the Comj>a1iy'§ before-tax cost of capital (i.e., I2.07%), the net present

n

II
I

I

H
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value of revenue requirements is $100 lass employing. the revenue approach than
occurs employing the CIAC approach.

When the nominal Wveriue requirements are discounted utilizing an 8.0% interest
rate (a rate tl12|1 APS purports *to&umdy .use for planuuingjaurposes), the net
presaat vow: of revenue requiranents is $125 less playing the CMC approach
than what occurs undo the revenue apwoacb

-nm

In .support Of its revenuc.alp1noach,. APS .chains inits Dwembu,2Mlcnw to this
Commission that .

ThCrc is simply no question that APS' proposed revenue treatment renders benefits
to both customers and APS .compared to CIAC in both the short term and for many
yan to come

Revenue treatment is advantageous to APS customers duxing every year of a 10-year

analysis, producing a present vmwbene6t of son1e.$380 to $444 millioN, .depending

on the discount rate used and assumiNg SChedulcé' fees of $100 million aNnually

Within a 30-year analysis, there is eventually. a;cross4over point .wherein CIAC
Lrcaunent becomes more advantageous than the revue approach, but on a net
present vdwbuis, the revenue approach yields savings over the CL4\C approach of
$250 to$300 million

Staff takes exception to the assumptions employed by APS within its various multi

generational analyses, ad also to APS' conclusion that therein "simply no question that APS's

proposed rev up treatment renders benefits tO both customers and ANS compo-mLwcmc in

both the short term and for many years to come

-u

nutshell", APS' 10-year and 30-year Jnumld-viMage NOV. analyses .i1nap1:i'opm'ia¢e1y and
ulnfailrly calcula4lnE revenue require cm:Sa\i:uIg(s undo the rcveline= approach over a diifaent

is under Rh¢cIAc appxoacla. As descrihfed.abo¢ve,Staft'suhmits that fore
given o f Schedule 3 fees xecdved; theft present value ofrzev~ Ag requircmmt savings

to ratepayers is =1=¢w=i1\==¢°ly equal over the lifeof the plant thatgenerated the fees under both
the .revohue and CIAC approaches. Ignoring olizur considclitions, with the net -preset value
savings aqnpnroucimately oW unman either approach, ratepayers should be indifferent as to which
approach is adopted.

Middle of page 4 of December20, 2007-dated letter from Thomas Mumawtatbc ACC
Last paragraph on page 5 of December 20, 2007-dated letter fxom ThcU1nas Mum aw to the ACC
Last paxagaph on page 5 of December 20, 2007-datedletter from Thomas Mum aw to the ACC.
Staff submits that Clerc are other considenxions beyond the NPV analysis that strongly favor Ueaiting the Schedule

3. fees as OAC. But ham strictly 4 NPV analysis, ratepayers should be relaiivelyi1ndi8erent ato. which approach is
adopted
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I
I

Within the .104ycar analysis underlyingAPS' claim thilt l3f¢p8y¢ls will .realize $380
440 .million of napnesenrt Value .revenue ntequiremaxt savings under thereveUue appu>ach,.A.ps
has calculated the revenue xcquixenment. savings resulting from. Schedule 3 fee "revenues" for 10
years. For Schedule 3 lieus received in year 10 of the 10-yuan analysis, .the u e @u i r m @t
savings under the CIAC approach have My been calcUlated for one year. AS is always the ease
Savings under the CIAC approach ensure to xanepayers over.the lifeof the plant thax.gayelra1ed the
Schedule 3 fine. Therefolre, with a 30-year plane life, as is~ assmuned within APS" modeling

excise, for the .tenth year or. viutdge of Schedule. 3 recdpts, the revenue requirement .sacvmgs
under the CIAC aqnpmaeh have hem qualified and considered for one of the 30.v==»rs in
which revalue reqliiwmeni savings under the CIAC aqapmalch are cxpecmed

ANS* mignnnwtthed analysis is slrwhihally Shown on Qhc chart below...Within APS' ten
year NPV aohlykis the Company .discounts the ;~evenne;equira:aent streams undo' therevcnue
and CIAC .approach for only the iii-sz ten years; HoweVer, the Sdwdule 3 receipts received within
an initial ten Yea: period mill genaatc CIAC.;cvenue xequzilrennexrtgiyings for 4o .years iN total .
In short and in slum APS' 10-year NPV.istudy mixes "applesand mangos" as ii fails m consider'
and calculate savings under the ClAC appnoachf'or..Y¢81s.11 .tharongh 40 that would occur as a
result of Schedule 3 fees received in years one through ten. .

APS 10 Year NPV Analysis

CIAC =1viI=8= not included within
APS' 10 yen NPV milysis

1 s s 1 9 11.: 13 17 19.21 pai s 25 21 29 31 .33 35 Ar 39

i
years rather thin at the
calculating all the carly-years'

I

Similarly,"m its 30-jreai* analysls,° . APS again iluiippmopmizltely cists off its quantification of
the net pie8mn valueofrcvenuc iequiiqnent savingspnda the.ClAc appmoacia at the and of 30

. end of 60 years a.should have appmpmiarnly beau ugndatzinen ,By
revenue requirementsanvimngsxesulting &omthe rcvenueqspgogch,

but ignoriNg subsqquenm years'- nlame4 revieW requiremepfsavings ilmn4u M CIAC. a4pwQa
bwdm 10. 30. yean Man MPS' .10- md NPV smdis, lcspwdVdy); MS

ab& trans adg1i§ @aM". msulW 'm'a bias MalMcnWwy indicates the
w w w M MhfqnverWbmnidd to mQaym8 . . .

`Lo\-io 8
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If APS is permitted to record and rctain for its shareholders all of the incremental
Schedule 3 fees it begins to collect, itis possible that the timing of APS' nextbasc rate
application will be delayed beyond that which would OcCur under the CIAC approach It is
impossible for Staff to quantify the likelihood or length Of aNy possible delay,'but Staff would
acknowledge bat ratepayers may experience a benefit in the form of a delayed base rate iNcrease
if the revenue .approach is adopted. However, Staff does not envision savings to .ratepayers
resulting from the possible delay in the liming of APS' next rate filing to approach the savings
that ratepayers would realize if the Schedule 3 "revenues" were to be deferred until APS'.next
rate case which is Stay's recommendation afAPS were penNitted to consider such Schedule 3
receipts as "revenues

In short and; 'm summary, Staff continues to maintain that, on a net present value basis
the impact to Mepayers under the revenue or CIAC approach is approximately fthe same
Accordingly, Staff takes slJ'ong exceptions to APS'. claimed net present value analyses and
ultimately to A.PS' conclusion that "[t]here is simply no question_Mat ANS" proposed revenue
treatment renders benefits to both customers and APS compared to CIAC in both the short term
and for many years to come

SHORT -.  AND LONG-T ERM IMPACT
REVENUE AND CIAC APPROACH

TOWAPS OF EMPLOYING THE

By far. the largest. benefit to APS.wi11 occur over the xiéltt toyo-to-ilwnee years 111l\4=r me
revcnae approach #the Company. can Convince this COmmission to not coircurrently redigce base
rata. in. :his proceeding or dqér such receipts forjirnure crediting ro, ratepa_ver.r.. Aspreviously
noted, if' the Schedule 3 change .` were implemented Without a- Order by -trier
Commission to defer such. "revemies," . -APS" shareholders. will enjoy an
unanticipated and unwanéanied-inaease inpre-taxjncome of between $50.and $159. million per
year for years 2008 through 2010; .In addition to increasing shareholder above. that
whiChw'ou1d be expected absent the Schedule 3 revision, cash HoW indicators and interest
coverage ratios Will experience a Short-lived, one-time improvement .above that which would
occur absent the Schedule 3 revision

With the tiling of APS' next retail rate application the beneiits of the revenue approach
to ANS' shareholders and to its otherl§nancia1 metrics will be largely eliminated. This result will
oocurinasrnuch as the "ongoing" level of Schedule 3 revenues willbe considered within cost of
service development. in other words, the one-time windfall that APS Could experience(if the
Commission were to accept its proposal to record Schedule 3 fees without a concurrent
adjusunenr to base rates) will have expired, and Mane earnings and other tinanciad metrics will
be similar under the revenue or CIAC approach from that time forward

In its December 20, 2007-dated letter to this Commission, APS notes that the revenue
approach results in an FFO/Debt ratio that is considerably improved. relative to. the CLAC
approach. In particular, APS notes .on Exhibit A to its December 20"1 letter. that, under the
reveNueappMac the FPO/Debt ratio ranges from 19.2% to 20.3% for the years 2008 - 2010
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but falls in the range of 18.1% to 16.2% under the CIAC approach.
important items in this regal

Stair would note two

First, as can be observed on Exhibit A, APS assumes that its ACC jurisdictional ream on
equity will drop to approximately 6.0% over the three-»year projection period without tiling for
additional retail rate relief. If APS ilea for retail rate relief and were able to justify a need for
relief (in line with its projections of deteriorating returns contained on Exhibit A to APS '
December 20" letter), the projected FPO/Debt ratios would not drop to the low levels projected
on Exhibit A under the CIAC approach for dl years shown.

Second, calculation of FFO entails adding or subtracting, as is applicable, current period
net deferred income tax expense to recorded book income. Under the CIAC approach, the
negative deferred income tax expense that offsets the current income taut impact of CIAC 'results
in a lower amount of calculated FFO. So long as the current formula for calculating FPO
remains in elect, there will be a lower FFO amount calculated under the CIAC proposal than
under the revenue approach for the foreseeable fixture. This difference could, at times, push the
FFO/Debt ratio to the low end, or below the low end, of the range used by rating agencies as a
guideline for an investment grade credit rating.

_

I
I
I

Stair reminds this Commission that the guidelines used by credit rating agencies are just
that- guidelines. Utilities are not automatically or immediately downgraded if they fall below a
guideline range for a period of t ime. Viewed in isolation, rigid adherence to a f ionnula for
calculat ing FFO, in conjunct ion with r igid adherence to an FFO/Debt guidel ine range for
investment grande ratings, would suggest that the collection of additional CIAC will expose APS
to a greater risk of a downgrade than would exist if the Schedule 3 modification had never been
authorized. Intuitively, this outcome appears preposterous. It is simply difficult to envision a
rating agency, if it truly understood what was being implemented, concluding that a downgrade
should occur as a result o_/'APS qfecdvely rediacing its otherwrlsre-calculated capital outlay or
need for debt financing. While Staff would acknowledge that the improvement in the FFOVDebt
rating resulting tom the recording of Schedule 3 fees as revenues is an argument supportive of
the revenue approach, Stalin is not convinced that rating agencies will automatically downgrade
APS' credit  mating when the FFO/Debt fal ls below the guidel ine range i f  the cause of the
decl ining rat io is pr imari ly the impact of  negat ive defamed taxes stemming di rect ly and
exclusively from iocranental CIAC collections under Schedule 3.

vi. APS' PROPOSAL TO RECORD SCHEDULE 3 FEES AS REVENUES IS
EQUIVALENT TO ANS: REBUTTAL POSITION TO ADOPT A "REVENUE
ENHANCEMENT" PROPOSAL.

Dulling the rate case, APS proposed for the first time in rebuttal testimony a request for
authorization for some form. of non-traditional "revenue enhancements." Items proposed
included: recovery of accelerated depreciation, inclusion of Construction Work in Progress in
rate base, as well as an attrition allowance. Staff' opposed each of these "revenue enhancement"
adjustments proposed by APS, and ultimately this Commission determined that none of the APS-
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proposed revenue enhancements should be adopted. It appears to Stan" that APS' proposal to
record the significant change in Schedule 3 tariff receipts as "Miscellaneous Revenues" cM be
yet another "revenue enhancement" proposal - not unlike APS' request for an attrition
allowance. The negative impact on customers from adopting APS' proposal in this instance
would be at least as great as it would have been for the Commission to have adopted the
proposed attrition allowance, and certainly greara than would have been the case if the
Commission had adopted CWD* in rate base or accelerated depreciation as proposed during the
rebuttal phase of the rate case. In addition, APS' proposal regarding Schedule 3 receipts appears
to be unprecedented, as opposed to the "revenue enhancement" proposals, each of which had
been consider by the Commission in earlier proceedings. Staff fears that the impetus behind
APS' efforts to have the Schedule 3 fees recorded as revenues rather than CIAC could be the
hope that it can retain for its shareholders somewhere between $50 and $159 lunillion per year of
before-tax profits up until the time that it tiles its next retail rate case.

VII. GIVEN THAT FROM A RATE I.MPACT PERSPECTIVE RATEPAYERS
SHOULD BE INDIFFERENT ovrznirnn LONG RUN AS TO WHETHER THE
CIAC APPROACH OR REVENUE APPROACH IS ADOPTED, STAFF
BELIEVES THAT OTHER cons1DERA'nons INDICATE THE CIAC
METHODOLOGY IS THE PREFERRED APPROACH

As noted previously, Staff believes that whaler one thinks that ratepayers are better off
on a net present value ("N'PV") basis under the CIAC or revenue approaches will be ear
dependent upon the discount rate assumed In any event, the NPV difference is not expected to
be too significant regardless the approach adopted. Thus, Bram an NPV of revenue requirements
perspective, ratepayers can be expected to be largely indiicrmt as to whether they achieve faster
savings up front (i.e., the revenue approach) or more savings but over a longer period of time
(i.e., the CIAC approach). While StaHlbel.ieves that there is no clear cut preferred approach lim
an NPV revenue requirement perspective, Staff believes other considerations strongly favor
adoption of the CIAC approach.

I

First, as previously noted, ham a conceptual perspective, the purpose of collecting the
Schedule 3 fees appears to be to defray the incrernaital investment cost being incurred to serve
new customers. This conclusion is drawn merely by observing that the sole basis for the fees to
be collected is the cost of constructing line extensions to serve new customers. Since the basis of
collecting such fees is the cost of plant incurred to serve new customers, it logically and
consistently follows that the revenue requirement savings resulting from collection of the fees
should be spread over the useiiil life that generated the fees - which is exactly what occurs under
the CIAC approach.

1

Second, also as previously noted, the amount of Schedule 3 fees to be collected can be
expected to be quite volatile. One need look no fu.rthe1r than APS' estimate of Schedule 3 fees
anticipated to be collected for years 2008 - 2010 to observe such volatility. Such volatility in
revenues will, 'm tum, result in volatility of earnings as well as probable controversy in future
rate cases when attempting to estimate an "ongoing" or "normalized" level of Schedule 3

l

v

I
I
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revenues to include 'm cost of service development. Cancun; of volatility are eliminaledwhen
the cnxc appnmh iS employed. V=ry simply, Schedule 3 fees Mn be collected Wncunenuy
and iii direct pmioportidn with expenditures for distribution line extensions, resulting in lower rel;
investment by APS for new custcmersv being .added. The' reduction 'm net paint investment
required to seryc new customers should, in 1mn,eont:ibine to Les; comings tuition.

I

m summary, Staff believes that firm a conceptual basis (i.e., what are the fees intended
to accomplish) and a volat i l i ty pel rspcct ive ( i .e. , in earning; and ra te  case  i ssues) , t hc  C IAC
approach is superior to the revenue approach.

I

am. IF APS' REVENUE APPROACH IS ADOPTED, ANS SHOULD BE ORDERED
TO EITHER 1) nvnwEnrATE1,y REDUCE BASE RATES BY THE AMOUNT OF
SCHEDULE 3 FEES EXPECTED TO BE COLLECTED, OR 2) DEFER FOR
FUTURE CREDITING TO RATEPAYERS ANY SCHEDULE 3 FEES
COLLECTED Up UNTIL ANS: NEXTRETAW RATE APPLICATION

-

-

_
, For the reasons szated,.Staff urges .this Commission to order ANS to record Schedule 3 .

.fees as CIAC. However, $0Md the Commission decide to order APS to recOrd theSehedule 3 -
fees as revenues, it should cohcurrcndy .ei ther 1) Erda' APS to defer al l  receipts for future
crediting 10 retail ratepayers in APS' next retail rate case, or 2) order APS to reduce non-fuel
base rates on an equalpercentage basis 'm and among rate classes by the amount of fees expected
to be annually collected as a result of the Schedule 3 change; .

_

. Tanning l i : Ist. to the alterNative of reducing rates i lmmediwlY. Stab' bel ieves that reducing
. .

xlontfucl base rates on an equal pareenlage basis in and among :axe classes would be an.-expedient .
and fair way .to isquead ~the rate redlwtion. This nncthodology has previoxisly been implemented .
absent .  a revised detai led class hes;  of  service study.  Fol : tha°,  i f  . the Co1: inpany's l inaancial
. forecasts are rcasouaaibly accurate, ow :axes stexnmnning from this proceeding will 'likelybc in eiieer

f o r  a  re l a t i ve l y pa iod o f  t ime, . resu l t i ng .  i n  no bug- term or  s ig ln i i i can i  i nequ i tab le  'me
t e a t m e n t f é r a g i v e n r a t e c l a s s . . . . .

-_

As previously noted, APS predicts a fairly wide range of Schedule 3 fees to b e collected
-

-

The.  l a rger  prob lem w i th  implement ing an i rnmedia te  and coro l l a ry  ra te  reduct ion i s
determ in ing what  "ongoing"  or  "normal i zed"  l eve l  o f  Schedde73 fees should  be assumed to
occur.
over the ensuing three years. Given the lack of historicd data, and t ime and resource resuict ioms
necessary  to  eva luate  th i s  i ssue,  i f  base ra tes are  to  be concurrent l y  reduced for  expected
Schedule 3 receipts,  Staf f  would propose reducing rates by a simple three-year average of  the
APS-projected Schedule 3 revenues,

S t a f f s  o t he r  a l t e rna t i ve  t o  . s i m p l y  have  l APS  de f e r  Schedu l e  3  revenues  rece i ved  t
e l i m i na t es  t he  Zconcem s  o f  1 )  t he  equ i t ab l e  w ay  t o  d i s t r i bu t e  t he  ra t e  reduc t i on ,  and  2 )  .
immediately determining the appropriate "ongoing" or '&1orma1ized" amount of  Schedule 3 fees
by which base rates Should be immediately reduced.  Further,  whi le the dcfaral  of  Schedule 3
fees wi l l  not  improve APS' earnings over the short  tern,  i t  wi l l  nonetheless temporari ly improve

i

1
.
i
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cash flow to the Company. In light of the noted benefits, Stat? recommends defenal of Schedule
3 revenues over the immediate base rate reduction alternative if this Commission were inclined Io
accept APS 'proposal to record the Schedule 3 fees as "revenues

In support of its proposal tO have APS defer the Schedule 3~fees for futurecredi1j,ng to
mt¢ayms,Sta8notes that such procedure is appropdam for a number Of reasons. First, clearly
such receipts are a new-found source of significant revenues that were not considered within the
development of APS' jurisdictional cost .of service- Further, deferring . the significant
unanticipaledSchedule 3 revenues would be symnnetsricalvvith the treatment aHlorded ANS
regarding sigrriiicant cost items that the Company waSallowed to defer because no estimate for
such costs had been included in a prior.case jurisdictional cost of service. For instance, in
Docket No. E-01345A-03-0437, APS was allowed to defer. for future recovery costs that Ir was
expecting to incur for clearing lines related to bark beetle infestation. In fact, the "costs
predicted to be incurred for bak beetle remediation in Docket No. E-01345A-03~(M37.were
considerably less than the "revenues" that are expected to be received as aresult Of the Schedule
3 tariff revision. If this Commission is to endorse deferral of significant "cOsts"not yet
considered within base rate cost of service development, then similarly it should authorize
deferral of significant new revenue streams that have nor yet been comidmed within retail cost of
service development

. Staff also submits that thefnet present value of revenue requirement streams under the
revenue and CIAC wproachwwill only yield approximately equal results ifratepayers are
credited in some fashion for the incremental revenues received in the early years following
implementation of the SchedWe 3 revision. In other words, the CIAC approach will undoubtedly
result 'm a lower net present value. revenue requirement stream if retail ratepayers are
permanently barred under the revenue approach from benefiting from the early stream of
revmucs being collected pursuant to the Schedule3 revisions

. Finally, has argued that the revenue approach is bettcrfor As previously
noted; Sinful' believes that APS' to have the .SChedUle 2 fees immediately recorded Qs
revenues, without a ooncuneuM .and offsetting seduction in base rates, may be influenced. by its
desire tozeiectiVely achieve an "a$:h'ition allojwanee a luoposal which was rejected within
Decision No. 69633. Staff dzbmits that if APS wee to agree to defer Schedule 3 revenues' for
the period of thiNe until an "ongoing" level ofsuch revenues can be incorporated APS'
mad rm filing, that the Sui as well as Ms Commission could sooner be convinced of APS
conviction to the revenue. approach is truly the preferred approach for .ratepaycis Thai is not
being influenced by a $50 to $150 million "carrot" existing in the furn of neW-fOund Schedule 3
revenues not yet considered in the xatennaldngfollmula .
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Analysis d Revenue Requirement Impact - CIAC versus Cost Free Capital
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Amowu
900

100

we

Amount
Common Equity 600

Long Term Debt 600

Ret sf Jurladidauai plant In Service

l=ERc .nnisaiwonal Phi! in S8wiue

Conwudon Work In progress

UnasgulaImed lnvaaamenr or liens Not
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1
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LT Deb(
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Nlmounl

sao
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Capital

50%

50%

100%
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7.0%
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Convesaiion
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can sir Tax Rare coo

5.0% 1 .667 8.34%

3.5% 3.5%

11.9%
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Retail Julisdidund Phi! In Service sao

BalioruTax Weighted Cos! of 0SDIB1 11.8%
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8.5%
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Analysis o f  Rev enue Requirement  impact  -  CIAC v ersus Cost  Free Capital

balance Shoot After Receipt d lucnmontal schedule a Fan
Polls Rlcofded as ClACIRsducl'l"on b Rellil Jllriidldklnil Plant in Servlen

Arl10uftt
800 Common Equity

too long Term Dab(

10o

40

Amount
570

S m

I

Retail Guam in Service

FERC Julisdielional Plan! in Service

C-onsuudlon Work in Progress

can: Amman De! Tax z 10D* Retail

Unrennlatsd Qnvusfnnent or Items Not
1yp1¢=lq~°ulowea Sn nm ease too

raualAps A5813 1,140 Total 1,14o

(*00)

(60)

As$umo$100dSd1edde3FusR-aiva¢dinYQrOn¢-RecofdodasClAclR¢dudon
zon¢uiJwisa|a|ona4 p|an4snsuvicevvluapa11ia1»yo41Lseun1guug=u~¢
Al\¢G\ll¥l.llildD¢IBrl'idlI\¢0m¢T8!Bihn§Vl1ichhRlOocbdalaM¢tBmo"Add"

RBdudonhRM8ilJ1.ll'iddon8IPl8ntinSafvice

Rolaud Neg|&veAw:m.Dd"orrodlneomeTasuu 40

NdRi¢u$d¢\il\Re8iJlltBdldlo\'\dRateBas¢

n»ulnJmausw°¢»1 Rah B880 ~Schedule8 FIGS
nawu-un c|Ac|nw»ai¢nmp1~a|»s¢~l°¢ B40

Befolo Tax ccstdcapl (Remains the Sane
As Fllstyalr Under GIAC Approach) 11.8%

Rnuunn»qui»¢nn|uwh¢ns100 ofsauu|essees
Rlcol6¢dls CIACIR¢ductionbplal\tlvl SOM¢0

Whilanot qnantllhd honlnmnsswodd Abo be adWonui nvunao riqvllbmcntnvings
inthoiormdrsducoddopncia8on¢xpensoaudpmnozqrhxoxpcaaseasansultof
piaMlaanrvlcobniug lid\|¢odw$100 ll\d¢r!t'lCMC approach.
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1 OF
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Analysis of Revenue Req ulrement Impact CIAC versus Cost Free Capital

Balaneo Sh»eetARorR*eceiptof Inaememal Schedule 3 Fen
Fees Recolvdod as Cast Fne Caplhl

Real Jwisalaimal Plant *fl Serbia 900

Franc Jl.ll&dlc1Innal Plant iN Servlca 100

Conshudion Work in Progress 100

GIAC Acc um Def Tax u 100% Retail 40

v s

T o m A PS A r as 1 z40__

AssunlAPS'Common Equityandbaht Costas Follows:

1 .240

¢0l'1'\l>°I1enl

Equity

LT Deb!

so. 3 Cos! Fuse
c a m - 14=~»==olnn

Taus

%a
Amount c a m

570 45.97%

570 45.97%

100 8.05%

1,240__ 100.00%

Rwenuo
C0nvvl36on

F i d o !  Q Becom-
c o a welsvhbd 4 0 %  F m Tax
R m c w sIT Tax Rams c o o

10.0% 4.6% 1.667 7.56%

7.0% 3.2% 3.2%

0.0% 0.0% 0.0%

7.8% 10.9%

Rama Jlusaiaiauu Plant In Senvius

BoluuTax Rdumon Rata BaeRa¢linmeaN &hsduk3 FeosTIuUdasCastFneCapit1I
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CIAO ~Aooum Def. haag Taxes

AFSRehllJ\|l'isdidlonllR1lUe Bin

4 0

940

10.9%Be!uluTaxweignzadcostof caplnll

N » u n n  R » 4 u h \ m ¢ n n - c m r m c a p l u a ° '102.25

I

I
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to support ing Una wholealh nu bias.  cwlp (which typical ly  hams an AFUDC umm) and any
dlsal lewod :cul l  rata bast  lmnstunut .  or Unruguhtnd Invostmanb on APS' balance sheet .  n
is noted that the GIAC apprulch Insults in saving: to vetall rabpavyors over the "Cost Fruo
Caplhl"  approach even baton considering aaaluonau savings in U10 tom d induced dopnclalt lon
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ARIZONA CORPORATION COMMISSION
STAFF'S SIXTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
AUGUST 19, 2008

Attachment RCS-7
Docks! No. E-01345A-D8-0172
Page 2 of 23

s¢aff6.8s Employee Benefits.

a List and describe all retirement and incentive programs available to
Company officers and employees and to affiliate officers and
employees whose cost is charged to APS.

b. Specifically identify the cost of any SERP or similar programs directly
charged or allocated.

c. State the cost by program, of each retirement program directly charged
or allocated.

d. For each incentive compensation program, provide financial
performance goals for 2005, 2006, 2007, and 2008.

e. For each incentive program god, for each year, show the actual results
and how it compared with the target.

£ Provide the complete incentive compensation program plans and
documents in effect in each year, 2005, 2006, 2007 and 2008.

g. Show in detail how any special recognition awards recorded in the test
year were determined.

h. Provide the amounts of Officer's Long-term Incentive compensation in
total and charged to APS during the test year. Include supporting
calculations.

Response:
a) Senior management and officer employee incentive plans are

confidential and are provided pursuant to an executed protective
agreement as follows:

2005 - Pinnacle West and APS plans combined as APS1295 l
2006 - Pinnacle West and APS plans combined as APS12952
2007 - Pinnacle West plan as Aps12953, APS plan as APSl2954
2008 on Pinnacle West plan as APSl2955, APS plan as APSl2956

See response to Staff 6.87 for a list of all employee beneilts, including
retirement programs. See response to Staff 3.21 for incentive
programs applicable to frontline and non-senior management
employees.

b) See Staff 6.85..
I
I
I

I

c) See Staff 6.85.

Page 1 of 2

l



ARIZONA CORPORATION COMMISSION
STAFF'S SIXTH SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172
AUGUST 19, 2008

Attachment RCS-7
Docket no. E-01345A-08-D172
Page 3 of23

s1a56.88

Response Continued:

<i-f> Seeresponse to part (a). In addition, attached are APS12945,
APS12946, APSl2947 and APS12948 whichare confidential and are
provided pursuant to an executed protective agreement. Finally, see
APS response to Staff 6.81.

h) Otiicer long term incentive compensation charged in 2007 to
operations and maintenance expense was $4.4M and to non-operating
income was $.2 M.

Witness: TBD

I
I

Page 2 of 2
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1 1. INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3 My name is David C. Parcels. I am President and Senior Economist of Technical

4

5

Associates, Inc. My business address is Suite 601, 1051 East Cary Street, Richmond,

Virginia 23219.

6

7 Q. Please summarize your educational background and professional experience.

8

9

I hold B.A. (1969) and M.A. (1970) degrees in economics from Virginia Polytechnic

Institute and State University (Virginia Tech) and a M.B.A. (1985) Horn Virginia

I have been10 consulting economist with Technical

11 Associates since 1970.

12

Commonwealth University. a

I have provided cost of capital testimony in public utility

ratemaking proceedings, dating back to 1972. In connection with this, I have previously

13

14

15

filed testimony and/or testified in over 400 utility proceedings before about 40 regulatory

agencies in the United States and Canada Attachment 1 provides a more complete

description of my education and relevant work experience.

16

17 Q- What is the purpose of your testimony in this proceeding?

18

19

20

21

22

I have been retained by the Utilities Division Staff to evaluate the cost of capital aspects of

the current filing of Arizona Public Service Company ("APS" or "Company"). I have

performed independent studies and am rnaldng recommendations of the current cost of

capital for APS. In addition, since APS is a subsidiary of Pinnacle West Capital ("PWC"),

Shave also evaluated this entity in my analyses.

23

24 Q- Have you prepared an exhibit in support of your testimony?

25

26

A.

A.

A.

A. Yes, I have prepared one exhibit, made up of 14 Schedules, identified as Schedule l

through Schedule 14. These Schedules were prepared either by me or under my direction.
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l The information contained in these schedules is correct to the best of my knowledge and

2 belief

3

4 11. RECOMMENDATIONS AND SUMMARY

5 Q- What are your recommendations in this proceeding?

6 My overall cost of capital recommendations for APS are:

7

8
Long-Term Debt
Common Equity

Total

Percent
46.21%
53.79%

100.00%

Cost
5.77%

9.0~11 .00%

Return
2.67%

4.84-5.92%
7.51-8.58%

9

10

11

12

13

APS's application requests a return on common equity of 11.5 percent and overall rate of

return of 8.87 percent. I propose a return on common equity of 11.0 percent and an

overall rate of return of 8.58 percent.

14

15 Q. Please summarize your cost analyses and related conclusions for APS.

16

17

18

19

20

21

22

This proceeding is concerned with APS' regulated electric utility operations in Arizona.

My analyses are concerned with the Colnpany's total cost of capital. The first step in

performing an analysis of the Company's cost of capital is the development of the

appropriate capital structure. APS' proposed capital structure is comprised of 53.79

percent common equity and 46.21 percent long-term debt. This capital structure is the

adjusted December 1, 2007 test period capital structure of the Company. I also use Gris

same capital structure in my cost of capital analyses.

23

24

25

A.

A.

The second step in a cost of capital calculation is a detennination of the embedded cost

rate of debt. APS' application uses a cost rate of 5.77 percent, which reflects the
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1

2

Company's cost at December 1, 2007. I have used the same rate for this item as is

proposed by the Company.

3

4 The third step in the cost of capital calculation is the estimation of the cost of common

5

6

equity. Shave employed three recognized methodologies to estimate the cost of equity for

APS. Each of these methodologies is applied to two groups of proxy utilities. These three

7 methodologies and my findings are: 1

8

9

10

Methodology
Discounted Cash Flow
Capital Asset Pricing Model
Comparable Earnings

Range
9.5-11.0%

8.8-9.1%
9.5-10.5%

11

12

13

14

15

16

17

Based upon these findings, I conclude that the cost of common equity for APS is within a

range of 9.0 percent to 11.0 percent. I recommend the top end of my cost of equity range

(11.0 percent), which is slightly above the 10.75 percent cost of equity approved by the

Commission in APS' last rate proceeding. I recommend a higher cost of equity in order to

reflect Staffs desire to aid APS in its efforts to attract capital investment, as noted in the

testimony ofStaff witness Johnson.

18

19

20

21

Combining these three steps into a weighted cost of capital results in an overall rate of

return range of 7.51 percent to 8.58 percent. My recommended 11.0 percent cost of equity

results in an overall cost of capital of 8.58 percent.
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1 111. ECONOMIC/LEGAL PRINCIPLES AND METHODOLOGIES

2 Q.

3

What are the primary economic and legal principles that establish the standards for

determining a fair rate of return for a regulated utility?

4

5

6

7

8

9

10

Public utility rates are normally established in a manner designed to allow the recovery of

their costs, including capital costs. This is frequently referred to as "cost of service"

ratemaldng. Rates for regulated public utilities traditionally have been primarily

established using the "rate base - rate of return" concept. Under Ms method, utilities are

allowed to recover a level of operating expenses, taxes, and depreciation deemed

reasonable for rate-setting purposes, and are granted an opportunity to earn a fair rate of

return on the assets used and useful (i.e., rate base) in providing service to their customers.

11

12

13

14

15

The rate base is derived from the asset side of the utility's balance sheet as a dollar amount

and the rate of return is developed from the liabilities/owners' equity side of the balance

sheet as a percentage. The revenue impact of the cost of capital is thus derived by

multiplying the rate base by the rate of return (including income taxes).

16

17

18

19

20

The rate of return is developed from the cost of capital, which is estimated by weighting

the capital structure components (1&, debt, preferred stock, and common equity) by their

percentages in the capital structure and multiplying these by their cost rates. This is also

known as the weighted cost of capital.

21

22

23

24

25

26

A.

Technically, "fair rate of return" is a legal and accounting concept that refers to an ex post

(after the fact) earned return on an asset base, while the cost of capital is an economic and

financial concept which refers to an ex ante (before the fact) expected or required return

on a liability base. Kr regulatory proceedings, however, the two terms are often used

interchangeably, as I have done in my testimony.
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l

2

3

4

5

From an economic standpoint, a fair rate of return is normally interpreted to mean that an

efficient and economically managed utility will be able to maintain its financial integrity,

attract capital, and establish comparable returns for similar risk investments. These

concepts are derived from economic and financial theory and are generally implemented

using financial models and economic concepts.
g

6

7

8

9

10

Although I am not a lawyer and I do not offer a legal opinion, mY testimony is based on

certain economic and financial parameters addressed in two United States Supreme Court

decisions. The first decision is Bluefield Water Works and Improvement Co. v. Public

Serv. Comm'n of West Virginia, 262 U.S. 679 (1923). In this decision, the Court stated:

11

12

13

14

15

16

17

1 8

19

20

21

22

23

24

25

26

27

28

What annual rate will constitute just compensation depends upon many
circumstances and must be determined by the exercise of fair and
enlightened judgment, having regard to all relevant facts. A public utility
is entitled to such rates as will permit it to earn a return on the value of
the property which it employs for the convenience of the public equal to
that generally being made at the same time and in the same general part of
the country on investments in other business undertakings which are
attended by corresponding risks and uncertainties, but it has no
constitutional right to profits such as are realized or anticipated in highly
profitable enterprises or speculative ventures. The -return should be
reasonably sufficient to assure confidence in the financial soundness of
the utility, and should be adequate, under efficient and economical
management, to maintain and support its credit and enable it to raise the
money necessary for the proper discharge of its public duties. A rate of
return may be reasonable at one time, and become too high or too low by
changes affecting opportunities for investment, the money market, and
business conditions generally. [Emphasis added.]

29

30

31

32

It is my understanding that theBluefield decision established the following standards for a

fair rate of return: comparable earnings, financial integrity, and capital attraction. It also

noted die changing level of required returns over time as well as an underlying assumption

that the utility be operated in an efficient manner.
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1 The second decision is Federal Power Comm'n v. Hope Natural Gas Co., 320 U.S. 591

2 (1942). In that decision, the Court stated:

3

4
5
6
7~

8
9

10
11
12
13
14

The rate-making process under the [Natural Gas] Act, i.e., the fixing of
'just and reasonable' rates, involves a balancing of the investor and
consumer interests .... From the investor or company point of view it is
important that there be enough revenue not only for operating expenses but
also for the capital costs of the business. These include service on the debt
and dividends on the stock. By that standard the return to the equity
owner should be commensurate with returns on investments in other
enterprises having corresponding risks. That return, moreover, should
be sufficient to assure confidence in the financial integrity of the
enterprise, so as .to maintain its credit and to attract capital. [Emphasis
added.]

15

16

17

18

19

20

21

22

The three economic and financial parameters in the Bluefield and Hope decisions -

comparable earnings, financial integrity, and capital attraction - reflect the economic

criteria encompassed in the "opportunity cost" principle of economics. The opportunity

cost principle provides that a utility and its investors should be afforded an opportunity

(not a guarantee) to am a return commensurate with returns they could expect to achieve

on investments of similar risk. The oppommity cost principle is consistent with the

fundamental premise, on which regulation rests, namely, that it is intended to act as a

surrogate for competition.

23

24 I understand that because Arizona is a "Fair Value" state, Hope and Bluefield do not set

25 forth the legal requirements applicable to Arizona.

26

27

28

29

My testimony does not advocate that the Commission ignore the fair value of APS'

property. Rather, I find the Hope and Bluefield decisions helpful in their discussion of

comparable earnings, financial integrity and capital attraction. I note that APS Witness



u

Direct Testimony of David C. Parcels
Docket No. E-01345A-08-0172
Page 7

1 Avert also cites the Hope and Bluefield cases as guidelines for evaluating the cost of

2 capital for the Company.

3

4 Q- How can these parameters be employed to estimate the Cost of Capital for a utility?

5

6

7

Neither the courts nor economic/financial theory have developed exact and mechanical

procedures for precisely determining the cost of capital. This is the case because the cost

of capital is an opportunity cost and is prospective-looking, which dictates that it must be

estimated.8

9

10

11

12

13

14

15

There are several useful models that can be employed to assist in estimating the cost of

equity capital, which is the capital structure item that is the most difficult to determine.

These include the Discounted Cash Flow ("DCF"), Capital Asset Pricing Model

(CAPM"), Comparable Earnings ("CE") and Risk Premium ("RP") methods. Each of

these methods (or models) differs from the others and each, if properly employed, can be a

useful tool in estimating the cost of common equity for a regulated utility.

16

17 Q- Which methods have you employed in your analyses of the Cost of Common Equity

18 in this proceeding?

19

20

21

22

A.

A. I have utilized three methodologies to determine APS's cost of common equity: the DCF,

CAPM, and CE methods. I have not employed a RP model in my analyses although, as I

indicate later, my CAPM analysis is a font of the RP methodology. Each of these

methodologies will be described in more detail in my testimony that follows.
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1 IV. GENERAL ECONOMIC CONDITIONS

2 Q- Why are economic and financial conditions important in determining the Costs of

3

4

5

6

7

8

9

10

11

12

Capital?

The costs of capital, for both fixed-cost (debt and preferred stock) components and

common equity, are determined in part by current and prospective economic and financial

conditions. At any given time, each of the following factors has an influence on die costs

of capital: the level of economic activity (i. e., growth rate of the'economy), the stage of

the business cycle (i.e., recession, expansion, or transition), and the level of inflation, and

expected economic conditions. My understanding is that this position is consistent with

the Supreme Court Bluefield decision that noted "[a] rate of return may be reasonable at

one time, and become too high or too low by changes affecting opportunities for

investment, the money market, and business conditions generally."

13

14 Q- What indicators of economic and financial activity have you evaluated in your

15 analyses?

16

17

18

19

20

leave examined several sets of economic statistics from 1975 to the present. I chose this

time period because it permits the evaluation of economic conditions over three full

business cycles plus the current cycle to date, allowing for an assessment of changes in

long-term trends. This period also approximates the beginning and continuation of active

rate case activities by public utilities.

21

22

23

24

25

26

A.

A.

A business cycle is commonly defined as a complete period of expansion (recovery and

growth) and contraction (recession). A full business cycle is a useful and convenient

period over which to measure levels and trends in long~term capital costs because it

incorporates the cyclical (i.e., stage of business cycle) influences, and thus, permits a

comparison of structural (or long-tenn) trends
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1 Q- Please describe the timeframe of the three prior business cycles and the most recent

2

3

cycle.

The three prior complete cycles and most recent cycle cover the following periods:

4

5

6

7

8

9

10

11

Business Cycle
1975-1982
1982-1991
1991-2001
Current

Expansion Cycle
Mar. 1975-July 1981
Nov. 1982-July 1990
Apr. 1991-Mar. 2001
Dec. 2001-Nov. 2007

Contraction Period
Aug. 1981-0ct. 1982
Aug. 1990-Mar. 1991
Apr. 2001 -Nov. 2001
Dec. 2007-Present

12 Q-

13

Do you have any general observations concerning the recent trends in economic

conditions and their impact on capital costs over this broad period?

14

15

16

17

18

Yes, I do. As I will describe below, until recently the U.S. economy has enjoyed general

prosperity and stability over the period since the early 1980s. This period has been

characterized by longer economic expansions, relatively tame contractions, relatively low

and declining inflation, and declining interest rates and other capital costs. The current

business cycle began in late 2001, following a somewhat modest recession earlier iii the

19 year.

20

21

22

23

24

25

26

27

Over the past year, on the other hand, the economy fas slowed significantly, initially as a

result of the 2007 collapse of the "sub-prime" mortgage market and related liquidity crises

in the financial sector of the economy. More recently, dis financial crisis has intensified

with a more broad-based decline based on an intensive increase in petroleum prices and an

increasing decline in the U.S. financial sector culminating with the collapse and/or

bailouts of a substantial number of long-standing institutions such as Bear Stearns,

Lehman Brothers, Merrill Lynch, Freddie Mac, Fannie Mae and AIG. This crisis has

28 recently been described as the worst financial crisis since the Great Depression. The U.S.

29

A.

A.

government is in the process of implementing unprecedented actions to attempt to correct
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1

2

3

4

5

6

7

8

or minimize this crisis. As of this time the effects of these potential actions are unclear.

There is presently a general acceptance that the economy is already in a recession. Should

the economy incur a significant recession, the impacts on cost of capital would likely be

characterized by lower utility growth and declining capital costs due to a decline in

corporate profits and expected earnings growth. It is clear that a serious recession would

have negative impacts on APS's customers, in terns of income levels, unemployment and

profits. Clearly, this is no environment in which to increase Ethe profit levels for a

regulated monopoly such as APS.

9

10 Q- Please describe recent and current economic and financial conditions and their

11 impact on the costs of capital.

12

13

14

15

16

17

18

19

Schedule 2 shows several sets of economic data. Pages 1 and 2 contain general

macroeconomic statistics while Pages 4 through 6 contain financial market statistics.

Pages l and 2 show that die U.S. economy ended 2007 as the sixth year of an economic

expansion although, as indicated previously, the economy is currently in decline. This is

indicated by the growth in real (i.e., adjusted for inflation) Gross Domestic Product,

industrial production, and the unemployment rate. This recent expansion was

characterized as slower growth, in comparison to prior expansions. This resulted in lower

inflationary pressures and interest rates.

20

21 The rate of inflation is also shown on Pages 1 and 2. As is reflected in the Consumer

22

23

24

25

26

A.

Price Index (CPI), for example, inflation rose significantly during the 1975-1982 business

cycle and reached double-digit levels in 1979-1980. The rate of inflation declined

substantially in 1981 and remained at or below 6.1 percent during the 1983-1991 business

cycle. Since 1991, the CPI has been 4.1 percent or lower. The 4.1 percent rate of inflation

in 2007 was slightly above the levels since 2000, but is well below the levels of the past
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1

2

3

thirty years. Inflation increased in the first half of 2008, largely as a result of a significant

increase in petroleum costs, which, consistent with an economic contraction and lower

equity returns, have dramatically declined in recent months.

4

5 Q- What have been the trends in interest rates?

6

7

8

9

Pages 3 and 4 show several series of interest rates. Rates rose sharply to record levels in

1975-1981 when the inflation rate was high and generally rising.* Interest rates declined

substantially in conjunction with inflation rates throughout the remainder of the 1980s and

throughout the 1990s. Interest rates declined even further from 2000-2005 and generally

recorded their lowest levels since the 1960s.10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

A.

During the past several years, long-term interest rates have remained low by historic

standards. During the 2001 recession and early in the succeeding expansion, the Federal

Reserve lowered interest rates (i.e., Federal Funds rate) ll times in 2001 and twice in

2003 in an effort to stimulate the economy. Following this, the Federal Reserve increased

short-tenn interest rates on 17 occasions between 2004 and 2006, although each time by

only 0.25 percent, in an attempt to ensure that any perceived inflationary expectations will

not stifle continued economic growth. Nevertheless, the Federal Reserve actions did not

result in a Pronounced increase in long~term rates. Most recently, however, the Federal

Reserve has lowered the Federal Funds rate (i.e., short-term rate) on several occasions and

it presently is 1.0 percent, an all-time low. Over the past few years, long-term interest

rates have remained relatively stable, by historic standards. The first several months of

2008 have experienced a decline in short-term rates, relatively little change in long-term

U.S. Treasury Securities, and an increase in corporate bond yields.
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1 Q. What have been the trends in common share prices?

2

3

4

5

6

7

8

Pages 5 and 6 show several series of common stock prices and ratios. These indicate that

share prices were essentially stagnant during the high inflation/interest rate environment of

the late 1970s and early 1980s. On the other hand, the 1983-1991 business cycle and the

most recent cycles witnessed a significant upward trend in stock prices. Since the

begirding of the current financial crisis, on the other hand, stock prices have declined

precipitously and have been very volatile. Stock prices in 2008* are down significantly

from 2007 levels, reflecting the financial/economic crises.

9

10 Q . What conclusions do you draw from this discussion of economic and financial

11 conditions?

12 A.

13

14

15

16

17

It is apparent that capital costs remain low in comparison to the levels that have prevailed

over the past three decades in spite of the current financial crisis. In addition, the current

weakness in the economy has resulted in a decline in capital costs. Therefore, it can

reasonably be expected that cost of equity models currently indicate returns that are lower

than returns experienced in prior years. As noted elsewhere in my testimony, this is a

factor that should be considered in establishing the current cost of equity for APS.

18

19 v. APS' OPERATIONS AND RISKS

20 Q~ Please summarize APS and its operations.

21

22

23

APS is a public utility that delivers electricity through its generation, transmission and

distribution system in Arizona. APS is the primary electric utility in Arizona and provides

service to about one million customers in the state. APS is a subsidiary of Pinnacle West

24

A.

A.

Corporation ("PWC").
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l Q. Please describe PWC.

2

3

PWC is a holding company whose major subsidiary is APS. The other major subsidiary is

SunCor, which is engaged in real estate development and investment activities.

4

5 Q- What are PWS's business segment ratios?

6 This is shown on Schedule 3 for the years 2005-2007. As indicated, the "Regulated

7

8

Electricity" segment has accounted for the following percentages:

Operating Revenue
Operating Income
Capital Expenditures

2005
74.9%
74.9%
87.4%

2006
77.5%
81.7%
76.1%

2007
82.8%
91.6%
84.6%

9

10 This indicates that the electric regulated operations (i.e., APS) of PWC account for the

11 It is also apparent that the regulated

12

vast majority of the consolidated enterprise.

operations are the most profitable.

13

14 Q- What are the current bond ratings of APS?

15

16

17

18

The present bond ratings of APS are as follows:
Moody's Baan

Standard & Poor's BBB-

Fitch BBB

19 Q- What have been the trends in APS' and PWC's bond ratings?

20 This is shown on Schedule 4, which indicates that APS has had triple B ratings since

21 2000. It is also apparent that the ratings of APS declined in 2006. Finally, it is evident

22

A.

A.

A.

A.

that APS has maintained higher ratings than PWC.
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1 Q- What have been the recent credit rating actions on APS?

2

3

A revision was made in APS' outlook in a July 25, 2008 Moody's Global Credit Research

Rating Action by Moody's. In announcing the upgrade in outlook, Moody's noted the

4 following :

Moody's Investors Service changed the rating outlooks of Pinnacle West
Capital Corporation (Pinnacle, Baan senior unsecured) and its subsidiaries,
Arizona Public Service Company (APS, Baan senior inisecured) and
VNGS II Funding Corp. Inc. (PVNGS: Baan, senior secured lease
obligation bonds) to stable from negative.

The stable outlook considers the . companies' improving regulatory
environment and operating performance with financial results that are
expected to remain consistently within the range expected for integrated
utilities rated Baa. APS has begun to receive more supportive regulatory
decisions, including "new connection" fees allowing faster recovery for
new hookups plus a transmission cost adjustor and power supply adjustor
which has limited APS's exposure to fuel and purchased power
fluctuations. In addition, performance at the Palo Verde nuclear power
plant has improved and APS is malting progress in identifying and
improving the safety and communication issues at the plant.

5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

As a result of some improved timing on cost recoveries, Moody's now
expects APS and Pirmacle's cash flow credit metrics to remain at levels
comparable to those achieved in 2006 and 2007. This would place the
utility and parent in the mid-to-upper range of ratios for electric utilities
with medium business risk according to Moody's rating methodology for
global regulated electric utilities.

30 Q- Has S&P commented on APS in any recent reports?

31

32

33

Yes, it has. In a June 25, 2008 RatingsDirect, S&P affirmed APS' BBB- corporate credit

rating and also affirmed the Stable outlook. In affirming these factors, S&P did

acknowledge that "APS continued to face significant regulatory challenges."

S&P's Stable outlook for APS was described as follows:34

b.

35

36
37
38

A.

A.

The stable outlook reflects our expectation that consolidated cash flow
volatility has been tamped down by the ACC's approval of a stronger PSA
that speeds the recovery of fuel costs, but consolidated financial
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1

2

3

4

5

6

7

8

9

10

11

12

perfonnance will continue to be challenged by regulatory lag at APS,
which could be moderated by APS' pending interim rate request. The
stable outlook is premised on no meaningful adverse changes in the
company's business risks and continued financial perfonnance that is not
significantly weaker than 2007 results. Equity issuances will be expected
to balance the capital structure of the company as APS continues to invest
heavily in infrastructure. Ratings could be lowered to speculative grade if
the company is not able to overcome the challenge of ensuring timely
recovery of its prudently incurred costs through rate increases approved by
the ACC. Given these challenges, and that presented by NRC scrutiny of
Palo Verde, we see little potential for positive movement in the ratings or
outlook. '

13

14 This quote does indicate S&P'sconcems with APS' challenges. On the other hand, S&P

15

16

cites recent Commission approval of a stronger PSA that speeds recovery of fuel costs. I

also note that APS' stable outlook reflects these factors.

17

18 Q- How do the bond ratings of APS compare to electric utilities?

19

20

21

As indicated in a previous answer, APS has triple B bond ratings, which are investment

grade (i.e., triple B or above). Of the 61 electric utilities and combination gas and electric

utilities covered by AUS Utilities Reports, the following bond ratings currently exist:

22

23
24
25
26
27
28
29
30

As/AA
A/A
Baa./BBB
Ba/BB or Below
Not Rated

Moody's
3
24
27
1
6

S & P
2

2 6
2 7
1
5

31

32

A.

This comparison indicates that APS' ratings are in the largest rating category of electric

utilities.
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1 VI. CAPITAL STRUCTURE AND COST OF DEBT

2 Q- What is the importance of determining a proper Capital Structure in a regulatory

3 framework?

4

5

6

7

A utility's capital structure is important because the concept of rate base -- rate of return

regulation requires that a utility's capital structure be determined and utilized in estimating

the total cost of capital. Within this Hamework, it is proper to ascertain whether the

utility's capital structure is appropriate relative to its level of busiNess risk and relative to

other utilities.8

9

10

11

12

13

14

15

16

17

18

19

As discussed in Section III of my testimony, the purpose of determining the proper capital

structure for a utility is to help ascertain its capital costs. The rate base - rate of return

concept recognizes the assets employed in providing utility services and provides for a

return on diesel assets by identifying the liabilities and common equity (and their cost

rates) used to finance the assets. In this process, the rate base is derived from the asset

side of the balance sheet and the cost of capital is derived from the liabilities/owners'

equity side of the balance sheet. The inherent assumption in this procedure is that the

dollar values of the capital structure and the rate base are approximately equal and the

former is utilized to finance the latter. Common equity in the capital structure) is the

capital structure item which normally receives the most attention. This is the case because

20

21

common equity: (1) usually commands the highest cost rate; (2) generates associated

income tax liabilities, and, (3) causes the most controversy since its cost cannot be

22

A.

precisely determined.
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1 How have you evaluated the Capital Structure of APS?

2

3

I have first examined the historic (2003-2008) capital structure ratios of APS. These are

shown on Page 1 of Schedule 5. I have summarized below the common equity ratios for

APS:4

5
6
7
8
9

10
11
12
13
14

2003
2004
2005
2006
2007
June 30,2008

Including S-T Debt
45.7%
45.1%
53.8%
52.7%
52.0%
54.6%

Excluding S-T Debt
45.7%
45.1%
53.8% !
52.7%
53.8%
55.5%

15 Page 2 of Schedule 5 shows the historic capital strucMe ratios of PWC on a consolidated basis.

This indicates the following common equity ratios.16
17
18
19
20
21
22
23
24

2003
2004
2005
2006
2007

Including S-T Debt
45.4%
47.4%
53.2%
51.3%
49.3%

Excluding S-T Debt
52.0% v
53.3%
56.8%
51.6%
53.0%

25

26

A.

These common equity ratios are slightly lower than those of APS.
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1 Q- How do these Capital Structures compare to those of investor-owned electric

2 utilities?

3

4

Schedule 6 shows the common equity ratios (including short>term debt in capitalization)

for the two groups of electric utilities covered by AUS Utility Reports. These are:

5

6

7

8

9

10

11

12

13

14

Year
2003
2004
2005
2006
2007

Electric
42%
47%
44%
45%
47%

Combination Gas
And Electric

38%
43%
47%
44%
46%

1

15

16

These common equity ratios are lower than those of APS.

Q~ What Capital Structure ratios has APS requested in this proceeding?

The Company requests use of the following capital structure:

17

18

19
20

21

Long-Term Debt

Common Equity

46.21

53.79%

22 According to APS' f iling, this is the test year capital structure of the Company at

December 31, 2007.23

24

25

26

Q. What Capital Structure do you propose to use in this proceeding?

A.

A.

A. I use the capital structure ratios as proposed by APS.
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1 Q, What is the Cost Rate of Debt in the Company's application?

2

3

4

The Company's filing cites a cost of long-term debt of 5.77 percent. This is represented to

be the Company's actual cost at December 1, 9007. I also use this cost of long~term debt

in my cost of capital analyses. ,

5

6 Q- Can the Cost of Common Equity be determined with the same degree of precision as

7 the Costs of Debt?
J

8 No. The cost rates of debt are largely determined by interest payments, issue prices, and

9

10

11

12

13

related expenses. The cost of common equity, on the other hand, cannot be precisely

quantified, primarily because this cost is an opportunity cost. There are, however, several

models which can be employed to estimate the cost of common equity. Three of the

primary methods - DCF, CAPM, and CE .- are developed in the following sections of my

testimony.

14

15 VII. SELECTION OF PROXY GROUPS

16 Q. How have you estimated the Cost of Common Equity for APS?

17

18

19

20

APS is not a publicly-traded company. PWC, APS's parent company, is a publicly-traded

company. Consequently, it is possible to directly apply cost of equity models to PWC

However, it is generally desirable to analyze groups of comparison or "proxy" companies

as a substitute for ANS to determine its cost of common equity.

21

22

23

I have examined two such groups for comparison to APS. I have first selected one group

of electric utilities similar to APS and PWC using the criteria listed on Schedule 7. These

24

25
26
27
28

A.

A.

A.

criteria are as follows:

(1) Market capitalization of $1 billion to $10 billion;
(2) Electric revenues 50% or greater,
(3) Common equity ratio 40% or greater,
(4) Value Line Safety of 1, 2, or 3,
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1

2

3

(5)
(6)
(7)

S&P and Moody's bond ratings of Triple B,
S&P stock ranldng of B, B+, or A-, and,
Currently pays dividends .

4

5 Second, I have conducted studies of the cost of equity for theproxy group of electdc

6 utilities selected by APS' witness William Avert.

7

8 am. DISCOUNTED CASH FLOW ANALYSIS J

9 Q- What is the Theory and Methodological basis of the Discounted Cash Flow Model?

10

11

12

13

The Discounted Cash Flow ("DCF") Model is one of the oldest, as well as the most

commonly~used, models for estimating the cost of common equity for public utilities. The

DCF model is based on the "dividend discount model" of financial theory, which

maintains that the value (price) of any security or commodity is the discounted present

value of all future cash flows.14

15

16 The most common variant of the DCF model assumes that dividends are expected to grow

at a constant rate. This variant of the dividend discount model is known as the constant17

18 growth or Gordon DCF model. In this homework cost of capital is derived by the

following formula:19

20 K D-+P 8

21

22

23

24

A.

where: K = discount rate (cost of capital)

P = current price

D = current dividend rate

g = constant rate of expected growth
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1

2

3

This formula essentially recognizes that the return expected or required by investors is

comprised of two factors: the dividend yield (current income) and expected growth in

dividends (future income).

4

5 Q- Please explain how you have employed the DCF model.

6

7

8

Shave utilized the constant growth DCF model. In doing so, I have combined the current

dividend yield for each group of proxy utility stocks described in the previous section with

several indicators of expected dividend growth.

9

10 Q- How did you derive the dividend yield component of the DCF equation?

11

12

13

14

There are several methods that can be used for calculating the dividend yield component.

These methods generally differ in the manner in which the dividend rate is employed, i.e.,

current versus future dividends or annual versus quarterly compounding of dividends. I

believe the most appropriate dividend yield component is the version listed below:

15

16

0.58)1+DO(

R,. ld :Yle

17 This dividend yield component recognizes the timing of dividend payments and dividend

18 increases.

19

20

21

22

A.

A.

The PT in my yield calculation is the average (of high and low) stock price for each proxy

company for the most recent three month period (September-November, 2008). The DO is

the current annualized dividend rate for each proxy company.
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1 Q- How have you estimated the dividend growth component of the DCF equation?

2

3

4

5

6

7

8

9

10

The dividend growth rate component of the DCF model is usually the most crucial and

controversial element involved in using this methodology. The objective of estimating the

dividend growth component is to reflect the growth expected by investors that is embodied

in the price (and yield) of a company's stock. As such, it is important to recognize that

individual investors have different expectations and consider alternative indicators in

deriving their expectations. This is evidenced by the fact that every investment decision

resulting in the purchase of a particular stock is matched by another investment decision to

sell that stock. Obviously, since two investors reach different decisions at the same

market price, their expectations differ.

11

12 A wide array of indicators exists for estimating the growth expectations of investors. As a

13 result, it is evident that no single indicator of growth is always used by all investors. It

14

15

therefore is necessary to consider alternative indicators of dividend growth in deriving the

growth component of the DCF model.

16

17 Shave considered five indicators of growth in my DCF analyses. These are:

18

19

20

2003-2007 (5-year average) earnings retention, or fundamental growth (per
Value Line),

21

22

23

24

25

5-year average of historic growth in earnings per share ("EPS"), dividends
per share ("DPS"), and book value per share ("BVPS") (per Value Line),

2008, 2009, and2011-2013 projections of earnings retention growth (per
Value Line),

26

27

2005-2007 to 2011-2013 projections of EPS, DPS, and BVPS (per Value
Line); and

28

29

A.

2.

3.

1.

4.

5. 5-year projections of EPS growth as reported in First Call (per Yahoo !
Finance) .
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1

2

3

4

5

6

believe this combination of growth indicators is a representative and appropriate set with

which to begin the process of estimating investor expectations of dividend growth for the

groups of proxy companies., I also believe that these growth indicators reflect the types of

information that investors consider in rnaldng their investment decisions. As I indicated

previously, investors have an array of information available to them, all of which should

be expected to have some impact on their decision-maldng process.

7

8 Q- Please describe your initial DCF calculations.

9

10

11

Schedule 8 presents my DCF analysis. Page 1 shows the calculation of the "raw" (i.e.,

prior to adjustment for growth) dividend yield for each proxy company. Pages 2 and 3

show the growth rate for the groups of proxy companies. Page 4 shows the "raw" DCF

12 calculations, which are presented on several bases: mean, median, and high values. These

results can be summarized as follows:13

14

15

16

17

18

19

Proxy Group
Avera Group

Mean
9.6%

l0.9%

Median
9.6%

10.5%

Mean
H181
11.6%
12.6%

Median
Highs

9.9%
11.9%

20

21

I note that the individual DCF calculations shown on Schedule 8 should not be interpreted

to reflect the expected cost of capital for the proxy group, rather, the individual values

22 shown should be interpreted as alterative information considered by investors. The

23

24

25

individual DCF calculations also demonstrate how the focus on a single growth rate, such

as EPS projections, can produce a DCF conclusion that is not reflective of a broader

perspective of available information.

26

27

28

The results in Schedule 8 indicate average (mean and median) DCF cost rates of 9.6

percent to 10.9 percent. The "high" DCF rates (i.e., using the highest growth rates only)

A.

l Using only the highest growth rate.
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1

2

are about 11.6 percent to 12.6 percent on an average basis and 9.9 percent to 11.9 percent

on a median basis.

3

4 Q. What do you conclude from your DCF analyses?

5

6

7

8

9

This analysis reflects a broad DCF range of about 9.5 percent to about 11.0 percent for the

proxy group. This is approximated by the average/mean values for the proxy group

examined in the previous analysis. I give less weight to the extreme upper ends of the

groups which are impacted by outlier results. I believe that 9.5 percent to 11.0 percent

reflects die proper DCF cost for APS.

10

11 IX. CAPITAL ASSET PRICING MODEL ANALYSIS

12 Q- Please describe the theory and methodological basis of the Capital Asset Pricing

13 Model.

14

15

16

17

18

The Capital Asset Pricing Model ("CAPM") is a version of the risk premium method. The

CAPM describes and measures the relationship between a security's investment risk and

its market rate of return. The CAPM was developed in the 1960s and l 970s as an

extension of Modem Portfolio Theory ("MPT"), which studies the relationships among

risk, diversification, and expected returns.

19

20 Q. How is theCAPM derived?

21 The general form of the CAPM is:

22

23 K :Rf +,8(R» -R/)

2 4

2 5

2 6

2 7

2 8

A.

A.

A.

where : K = cost of equity
Rf = risk Hee rate
Rm =return on market
[3 = beta
Rm-Rf = market risk premium



I
9

Direct Testimony of David C. Parcel]
Docket No. E-01345A-08-0172
Page 25

1

2

3

4

5

As noted previously, the CAPM is a variant of the risk premium method. I believe the

CAPM is generally superior to the simple risk premium method because the CAPM

specifically recognizes the risk of a particular company or industry (i.e., beta), whereas the

simple risk premium method assumes the same risk premium for all companies exhibiting

similar bond ratings .

6

7 Q- What groups of companies have you utilized to perform your CAPM analyses"

8

9

I have performed CAPM analyses for the same groups of proxy utilities evaluated in my

DCF analyses.

10

11 Q-

12

Please explain the risk-free rate as used in your CAPM and indicate what rate you

employed.

13

14

The first term of the CAPM is the risk-free rate (Rf). The risk=&ee rate reflects the level of

return that can be achieved without accepting any risk.

15

16

17

18

In CAPM applications, the risk-ee rate is generally recognized by use of U.S. Treasury

securities. Two general types of U.S. Treasury securities are often utilized as the Rf

component - short-term U.S. Treasury bills and long-term U.S. Treasury bonds.

19

20

21

22

A.

A.

I have performed CAPM calculations using the three-mondi average yield (September-

November, 2008) for 20-year U.S. Treasury bonds. Over this three-month period, these

bonds had an average yield of 4.35 percent.
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1 Q, What is Beta and what Betas did you employ in your CAPM?

2

3

4

5

Beta is a measure of the relative volatility (and thus risk) of a particular stock in relation to

the overall market; Betas of less than 1.0 are considered less risky than the market,

whereas betas greater than 1.0 are more risky. Utility stocks traditionally have had betas

below 1.0. I utilized the most recent Value Line betas for each company in the groups of

6 proxy utilities.

7 1

8 Q- How did you estimate the market risk premium component in your CAPM analysis?

9

10

11

12

The market risk premium component (Rm-Rf) represents the investor-expected premium of

common stocks over the risk-free rate, or government bonds. For the purpose of

estimating the market risk premium, I considered alternative measures of returns of the

S&P 500 (a broad-based group of large U.S. companies) and 20-year U.S. Treasury bonds.

13

14

15

16

17

18

19

20

First, I have compared the actual annual returns on equity of the S&P 500 with the actual

annual yields of U.S. Treasury bonds. Schedule 9 shows the return on equity for the S&P

500 group for the period 1978-2007 (all available years reported by S&P). This schedule

also indicates the annual yields on 20-year U.S. Treasury bonds, as well as the annual

differentials (i.e., risk premiums) between the S&P 500 and U.S. Treasury 20-year bonds.

Based upon these returns, I conclude that this version of the risk premium is about 6.46

percent.

21

22

23

24

25

A.

A.

I have also considered the total returns (i.e., dividends/interest plus capital gains/losses)

for the S&P 500 group as well as for the long-term government bonds, as tabulated by

Morningstar (formerly Ibbotson Associates), using both arithmetic and geometric means.

Shave considered the total returns for the entire 1926-2007 period, which are as follows:



' a

Direct Testimony of David C. Parcels
Docket No. E-01345A-08-0172
Page 27

l
2
3
4
5

Arithmetic
Geometric

S&P 500
12.3%
10.4%

L-T Gov 't Bonds
5.8%
5.5%

Risk Premium
6.5%
4.9%

6

7

8

9

I conclude from this that the expected risk premium is about 5.9 percent (i.e., average of

all three risk premiums). I believe that a combination of arithmetic and geometric means

is appropriate since investors have access to both types of means and, presumably, both

types are reflected in investment decisions and thus stock prices and cost of capital.

10

Schedule 10 shows my CAPM calculations using the risk premium. The results are:11

12
13
14
15
16
17

Proxy Group
Avert Group

Mean
9.0%
9.1%

Median
8.8%
9.1%

18 Q- What is your conclusion concerning the CAPM Cost of Equity?

19

20

The CAPM results collectively indicate a cost of 8.8 percent to 9.1 percent for the groups

of comparison utilities. I conclude that theCAPM cost of equity for APS is 8.8 percent to

21 9.1 percent.

22

23 x . COMPARABLE EARNINGS ANALYSIS

24 Q- Please describe the basis of the CE Methodology.

25

26

27

28

The CE method is derived from the "corresponding risk" standard of the Bluefield and

Hope cases. This method is thus based upon the economic concept of opportunity cost.

As previously noted, the cost of capital is an opportunity cost: the prospective return

available to investors from alternative investments of similar risk.

29

30

A.

A.

The CE method is designed to measure the returns expected to be earned on the original

cost book value of similar risk enterprises. Thus, this method provides a direct measure of
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1 the fair return, because the CE method translates into practice the competitive principle

2 upon which regulation is based.

3

4

5

6

7

8

9

10

The CE method normally examines the experienced and/or projected returns on book

common equity. The logic for examining returns on book equity follows ham the use of

original cost rate base regulation for public utilities, which uses a utility's book common

equity to determine the cost of capital. This cost of capital is, in turn, used as the fair rate

of return which is then applied (multiplied) to the book value of rate base to establish the

dollar level of capital costs to be recovered by the utility. This technique is thus consistent

with the rate base methodology used to set utility rates.

11

12 Q-

13

How have you employed the CE Methodology in your analysis of APS' Common

Equity Cost?

14

15

16

17

18

19

20

I conducted the CE mediodology by examining realized returns on equity for several

groups of companies and evaluating the investor acceptance of these returns by reference

to the resulting market-to-book ratios. In this manner it is possible to assess the degree to

which a given levelof return equates to the cost of capital. It is generally recognized for

utilities Mat market-to-book ratios of greater than one (i.e., l 00%) reflect a situation where

a company is able to attract new equity capital without dilution (i.e., above book value).

As a result, one objective of a fair cost of equity is the maintenance of stock prices above

21 book value.

22

23

24

25

A.

would further note that the CE analysis, as Shave employed it, is based upon market data

(through the use of market-to-book ratios) and is thus essentially a market test. As a

result, my analysis is not subject to the criticisms occasionally made by some who
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1

2

maintain that past earned returns do not represent the cost of capital. In addition, my

analysis uses prospective returns and thus is not confined to historical data.

3

4 Q- What time periods have you examined in your CE analysis?

5

6

7

8

9

10

11

12

13

My CE analysis considers the experienced equity returns of the proxy groups of utilities

for the period 1992-2007 (i.e., the last sixteen years). The CE analysis requires that I

examine a relatively long period of time in order to determine trends in earnings over at

least a full business cycle. Further, in estimating a fair level of return for a future period,

it is important to examine earnings over a diverse period of time in order to avoid any

undue influence from unusual or abnormal conditions that may occur in a single year or

shorter period. Therefore, in forming my judgment of the current cost of equity I have

focused on two periods: 2003-2007 (the last five years - the average length of a business

cycle) and 1992-2001 (the most recent complete business cycle).

14

15 Q- Please describe your CE analysis.

16

17

18

Schedules 11 and 12 contain summaries of experienced returns on equity for several

groups of companies, while Schedule 13 presents a risk comparison of utilities versus

unregulated firms.

19

20

21

A.

A.

Schedule ll shows the earned returns on average common equity and market-to-book

ratios for the groups of proxy utilities. These can be summarized as follows :
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Proxy
Group

Avert
Group

8.3-9.1%
8.4-11.0%

11.5-12.2%
11.0-11.3%

136-143%
129-144%

156-181%
156-l71%

1

2

3

4

5

6

7

8

9

10

11

12

13

Historic ROE
Mean
Median

Historic M/B
Mean
Median

Prospective ROE
Mean
Median

8.6-9.4%
9.0%

10.3-11.6%
9.5-10.3%

14

15

16

17

18

19

20

These results indicate that historic returns of 8.3-12.0 percent have been adequate to

produce market-to-book ratios of 129-181 percent for die groups of proxy utilities, with

the higher returns being accompanied by the higher market-to-book ratios. Fuitherrnore,

projected returns on equity for 2008, 2009, and 2011-2013 are within a range of 8.6

percent to 11.6 percent for the utility group. These relate to 2007 market-to-book ratios of

145 percent or higher again with the higher returns accompanying the higher market-to-

book ratios.

21

22 Q- Have you also reviewed earnings of unregulated firms?

23 Yes. As an alternative, I also examined a group of largely unregulated firms. I have

24

25

26

27

28

29

examined the Standard & Poor's 500 Composite group, since this is a well-recognized

group of firms that is widely utilized in the investment community and is indicative of the

competitive sector of the economy. Schedule 12 presents the earned returns on equity and

market-to-book ratios for the S&P 500 group over the past sixteen years. As this Schedule

indicates, over the two periods this group's average earned returns ranged from 14.7

percent to 15.0 percent with market-to-book ratios ranging between 288 percent and 341

30

A.

percent.
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1 Q. How can the above information be used to estimate the Cost of Equity for APS?

2

3

4

5

6

7

8

The recent earnings of the proxy utility and S&P 500 groups can be utilized as an

indication of the level of return realized and expected in the regulated and competitive

sectors of the economy. In order to apply these returns to the cost of equity for proxy

utilities, however, it is necessary to compare the risk levels of the utility industry with

those of the competitive sector. I have done this in Schedule 13, which compares several

risk indicators for the S&P 500 group and the utility groups. The information in this

schedule indicates that the S&P 500 group is more risky dram the utility proxy groups.

9

10 Q- What Return on Equity is indicated by the CE analysis?

11

12

13

14

15

16

Based on the recent earnings and market-to-book ratios, I believe the CE analysis

indicates that the cost of equity for the proxy utilities is no more than 9.5 percent to 10.5

percent. Recent returns of 8.3 percent to 12.0 percent have resulted in market-to-book

ratios of 129 and greater. Prospective returns of 8.6 percent to 11.6 percent result in

anticipated market-to-book ratios of over 145 percent, again with the higher returns being

associated with much higher market-to-book ratios. As a result, it is apparent that returns

17 below this level would result in market-to~book ratios of well above 100 percent. An

18

19

20

21

earned return of 9.5 percent to 10.5 percent should thus result in a market-to-book ratio of

over 100 percent. As I indicated earlier, the fact that market-to-book ratios substantially

exceed 100 percent indicates that historic and prospective returns of over 10 percent

reflect earnings levels that exceed the cost of equity for those regulated companies.

22

23

24

25

26

A.

A.

Please also note that my CE analysis is not based on a mathematic formula approach, as

are the DCF and CAPM methodologies. Rather, it is based on recent trends and current

conditions in equity markets. Further, it is based on the direct relationship between

returns on common stock and market-to-book ratios of common stock. In utility rate
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1

2

3

4

5

6

7

8

setting, a fair rate of return is based on the utility's assets (i.e., rate base) and the book

value of the utility's capital structure. As stated earlier, maintenance of a financially

stable utility's market~to-book ratio at l 00%, or a bit higher, is fully adequate to maintain

the utility's financial stability. On the other hand, a market price of a utility's common

stock that is 150 percent or more above the stock's book value is indicative of earnings

that exceed the utility's reasonable cost of capital. Thus, actual or projected earnings do

not directly traNslate into a utility's reasonable cost of equity.' Rather, they must be

viewed in relation to the market-to-book ratios of the utility's common stock.

9

10

11

12

My 9.5 percent to 10.5 percent CE recommendation is not designed to result in market-to-

book ratios as low as 1.0 for APS. Rather, it is based on current market conditions and the

proposition that ratepayers should not be required to pay rates based on earnings levels

that result in excessive market~to-book ratios.13

14

15 XI.

16 Q-

RETURN ON EQUITY RECOMMENDATION

Please summarize the results of your three Cost of Equity analyses.

17
18
19
20
21
22

My three methodologies produce the following:

Discounted Cash Flow
Capital Asset Pricing Model
Comparable Earnings

9.5-11.0%
8.8-9.1%

9.5-10.5%

23 Q- What is your Cost of Equity recommendation for APS?

24

25

26

27

28

A.

A. I recommend a cost of equity of 9.0 percent to 11.0 percent for APS. This reflects each of

my three cost of equity model results. Within this range, I recommend an 11.0 percent

level, or slightly above the return on equity approved for APS in the Company's last rate

proceeding. Even though a lower cost of equity (e.g., the mid-point of my 9.0 percent to

11.0 percent range) could be justified, my 11.0 percent recommendation reflects Staffs
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1 desire to aid APS in its efforts to attract capitol investment, as cited in the testimony of

2 Staff witness Johnson.

3

4 Q- Please explain how the recent and current economic and financial crisis impacts the

5

6

7

8

9

10

Cost of Equity for APS.

It is well chronicled that, over the past year and especially over the past few months, the

United States and global financial markets have been in turmoil. The impacts of this have

been far-reaching and extreme, with global credit markets virtually coming to a standstill.

This crisis and its impact, however, do not imply that the cost of equity for electric utilities

such as APS has increased. I say this for the following reasons-

11

12

13

First, it must be emphasized that depressed economic conditions and the financial crisis

affects virtually all sectors of the economy - households, small businesses, larger

14 commercial and industrials

15

and, in most cases, the impact is greater than is the case for

APS. APS is a regulated utility that sells a product that has no real substitutes and is a

16

17

product that consumers can do little to control the amount they use. As such, APS and

utilities are partially, if not largely, insulated from the impacts of depressed economic

18 conditions.

19

20

21

22

23

24

A.

Second, if a recession is a significant one, the major impact will be to depress the profits

of most enterprises. As a result, it is to be expected that capital costs will decrease if a

significant recession occurs. There is no justification for increasing the profit level of a

regulated utility such as APS at the same time that other enterprises are experiencing

lower profits .
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1

2

Third, even if APS were to incur higher costs of debt and/or other capital costs, these costs

can be passed along to ratepayers at the next rate proceeding. Unregulated firms cannot

3 do this.

4

5

6

7

8

Fourth, there is no indication that APS' risks have increased since its last rate proceeding.

The Company's debt ratings have remained the same, indicating an objective assessment

by the rating agencies that there is no significant change in APS' Credit quality. Absent a

demonstration that APS' risks have increased, there is no justification for increasing its

9 cost of equity.

10
|

11

12

13

14

15

16

Fifth, the United States and global governments have and are taking extraordinary

measures to avoid a further worsening of the current market turmoil. Most of these

measures are designed to put liquidity into the credit markets and make credit more

accessible again and, in the process, restore more confidence to the financial markets. All

of these measures are clearly designed to lower the cost of capital. In this environment, it

would be counter-productive to make any claim that APS should have a higher return at

this time due to the above-cited market turmoil.17

18

19 XII. TOTAL COST OF CAPITAL

20 Q- What is the total Cost of Capital for APS?

21

22

Schedule 1 reflects the total cost of capital for the Company using APS's proposed capital

structure and cost of debt along with the range of common equity costs my analyses

23

24

A.

support. The resulting total cost of capital is a range of 7.51 percent to 8.58 percent. I

recommend that a 8.58 percent total cost of capital be established for ANS.



Direct Testimony of David C. Parcels
Docket No. E-01345A~08-0172
Page 35

1 Q-

2

Does your Cost of Capital recommendation provide the Company with a sufficient

level of earnings to maintain its financial integrity?

3

4

5

6

7

Yes, it does. Schedule 14 shows the pre-tax coverage that would result if APS earned my

cost of capital recommendation. As the results indicate, my recommended range would

produce a coverage level within the benchmark range for a BBB rated utility. In addition,

the debt ratio (which reflects the Company's proposed capital structure) is within the

benchmark for a BBB rated utility. 1

8

9 XIII. COMMENTS ON COMPANY TESTIMONY

10 Q. Have you reviewed the testimony of APS witness William Avera?

11 Yes, I have. Dr. William E. Avera is the Company's cost of equity witness.

12

13 Q- Please summarize your understanding of Dr. Avert's Cost ofEquity analyses.

Dr. Avert's cost of equity findings can be summarized as follows :14

15
16
17
18
19
20
21
22

DCF
CAPM
Cost of Equity

Utility
Proxy Group

11.0%
12.2%

11.0-12.7%

Non-Utility
Proxy Group

12 .7%
11. 1 %

23 Q- Do you have any comments concerning Dr. Avert's DCF analyses and conclusions?

24

25

Yes, I do. Dr. Avert's DCF analyses for his utility proxy group contains an 11.0 percent

conclusion. This 11.0 percent conclusion is based on his four sets of DCF analyses shown

26 on his Attachment WEA-1. All but one of these sets of DCF analyses are based

27

28

29

A.

A.

A.

A.

exclusively on analysts' forecasts of EPS growth and the remaining DCF result is 9.9

percent. It is thus obvious that Dr. Avert's 11.0 percent DCF conclusion is based almost

exclusively on analysts' forecasts of EPS growth.
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1 Q-

2

3

Is it proper to focus on analysts' forecasts of EPS growth in a DCF analysis?

No. As I indicated in my DCF analysis, it is customary and proper to use alternative

measures of growth, not just EPS projections.

4

5

6

7

Dr. Avera's DCF analyses implicitly assume dirt investors rely almost exclusively on EPS

projections when malting investment decisions. This is a very dubious assumption, and

Dr; Avera has offered no evidence that it is correct. I note, for trample, the Value Line

8

9

10

11

12

13

14

publication .- one of the sources of his growth rate estimates - contains many statistics, of

both a historic and projected nature, for the benefit of Value Line subscribers, who

presumably make investment decisions based at least in part from the information

contained in Value Line. For example, Value Line publishes both historic and prob ected

growth rates in numerous financial indicators such as EPS, DPS, BVPS, and retention

growth. Yet, Dr. Avera would have us believe that Value Line subscribers and investors

focus exclusively on one single number from this publication.

15

16 I note in this regard that the DCF model is a "cash flow" model. The cash flow to

investors in a DCF framework is dividends. Dr. Avert's DCF results, in contrast, does not17

18 even consider dividend growth rates .

19

20 Q- Dr. Avert also conducts DCF analyses to a group of non-regulated companies. Is

21 this a proper standard for establishing APS' Cost of Equity?

22

23

24

No, it is not. This group of non-regulated companies is clearly more risky than his proxy

group of electric utilities. As evidence of this, consider the respective sets of DCF

analyses for the two groups:

25
*

A.

A.
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l
2
3
4
5
6
7

DCF
Value Line EPS
IBES EPS
Reuters EPS
be + sv

Electric Group
10.9%
11.4%
11.6%
10.2%

Non-Utility Group
12.6%
12.7%
12.7%
12.7%

The DCF costs for the non-utility group are much higher than diode for the electric group.

This clearly indicates that the non-utility group is more risky than the utility group and,

thus, serves as no reliable standard for APS.

Q. What are your comments regarding Dr. Avera's CAPM analysis?

Dr. Avera's CAPM uses the following inputs for his utility proxy group :

8

9

10

11

12

13

14
15

16

17

Market risk premium

Risk free rate

Beta

7.6%

4.6%

0.89%

18

19

20

21

22

23

24

25

26

27

A.

My primary concern with Dr. Avera's CAPM analysis is the use of the 7.6 percent market

risk premium. His 7.6 percent market risk premium was derived by combining his

estimate of DCF results for the S&P 500 (13.2 percent) and a 4.6 percent yield on 20-year

U.S. Treasury bonds. This 13.2 percent expected return for the SCALP 500 is excessive.

The historic (1926-2007) total returns for the S&P 500 have been much less than 13.3

percent (i.e., 10.4 percent on a geometric growth basis and 12.3 percent on a arithmetic

basis). Dr. Avert offers no explanation as to why his DCF results for the S&P 500 group

are so much higher than this group's historic returns. I also note that the outlook for

corporate profits is presently not positive and may well reflect substantially lower levels in

2008 and 20098.



9 a
al

I

Direct Testimony of David C. Purcell
Docket No. E-01345A-08-0172
Page 38

l XIV. FAIR VALUE RATE OF RETURN

2 Q-

3

What is your understanding of APS' position on the issue of Fair Value Rate Base

and related Cost Fair Value Rate of Return Implications?

4

5

6

It is my understanding that APS is requesting that the fair value of its rate base be used in

developing its rates. The Company does not appear to be requesting that its weighted cost

of capital ("WCOC") be applied to the level of its fair value rate base.

7

8 Q-

9

What is your understanding of the Commission's procedure for utilMingthe Fair

Value of Rate Base in setting utility rates?

10

11

12

My "non-legal understanding" is that the Commission must consider the fair value of a

utility's assets in setting rates. However, I do not agree that this implies that the

Company's WCOCmust be appliedto the fair value of the rate base.

13

14 Q-

15

Are you aware that the Commission has recently conducted a "remand" hearing on

the issue of regulatory treatment of Fair Value Rate Base for Chaparral City Water

16 Company?

17 Yes, I am. In January of this year, the Commission conducted a public hearing in

18

19 decisions

20

21

22

23

response to a remand by the Arizona Appeals Court (Appeals No. CA-CC 05-002)

in Chaparral City Water Company (Docket No. W-02.l13A-04-0616). The

purpose of this hearing was to determine the appropriate fair value rate of return to be

applied to that Company's fair value rate base. The Cornlnission's Decision No. 70441 in

this proceeding established a Fair Value Rate of Return ("FVROR") by subtracting the

inflation rate from the cost of equity.

A.

A.

A.

2 CA-CC 05-0002, Memorandum Decision dated February 13, 2007.
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1 Q.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

Do you have any observations based upon your own experience in Cost of Capital

determination, as to whether a Cost of Capital developed for application to an

Uriginal Cost Rate Base is consistent with a fair value rate base?

Yes, I do. It is my personal experience, based upon over 35 years of providing cost of

capital testimony, that the concept of cost of capital is designed to apply to an original cost

rate base. This is the case since die cost of capital is derived from the liabilities/owners'

equity side of a utility's balance sheet using the book values of the capital structure

components. The cost of capital, once determined, is then applied to (i.e., multiplied by)

the rate base, which is derived from the asset side of the balance sheet (i.e., OCRB). From

a financial perspective, the rationale for this relationship is that the rate base is financed by

the capitalization. Under this relationship, a provision is provided for investors (both

lenders and owners) to receive a return on their invested capital. Such a relationship is

meaningful as long as the cost of capital is applied to the original cost (i.e., book value)

rate base, because there is a matching orate base and capitalization.

When the concept of fair value rate base is incorporated, however, this link between rate

base and capital structure is broken. The amount of fair value rate base that exceeds

original cost rate base is not financed with investor-supplied l`unds and, indeed, is not

financed at all. As a result, a customary cost of capital analysis cannot be automatically

applied to the fair value rate base since there is no financial link between the two concepts.

20

21 Q-

22

Why is it important that there be a link between the concepts of Rate Base and Cost

of Capital?

23

24

25

26

A.

A. This link is important since financial theory indicates dirt investors should be provided an

opportunity to earn a return on the capital they provided to the utility. Since the capital

finances the rate base (in an original cost world), the link between cost of capital and rate

base satisfies this financial objective.
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1 Q-

2

Based on your experience as a Cost of Capital witness over the past 35 years, do you

have a suggestion as to how to account for the use of a FVRB in setting rates for

3 APS?

4

5

6

7

Yes, I do. Since the increment between fair value rate base and original cost rate base is

not financed with investor-supplied funds, it is logical and appropriate, from a financial

standpoint, to assume that this increment has no financing cost. As a result, the cost of

capital, through the capital structure, can be modified to account'for a level of cost-free

8 capital in an equal dollar amount to the increment of FVRB over the OCRB. Such a

9 procedure would still provide for a return being earned on all investor-supplied funds and

would thus be consistent with financial standards.10

11

12 Q- Have you made such a proposal in this proceeding?

13

14

Yes, I have. As is shown below, I have developed a capital structure and FVROR that

applies to APS' FVRB.

Amount Percent Cost

Fair
Value
ReturnItem

Sho1t-term Debt
Long-term Debt
Common Equity
FVRB Inorement3
Total FVRB Capital

$2,450529
$2,852432
$2083591
$7,386553

33.18%
38.62%
28.20%

5.77%
11.00%

0.00%

1.91%
4.25%
0.00%
6.16%

15

16

17

18

19

20

Applying this 6.16 percent to the FVRB provides for a return on all investor-supplied

capital and is therefore an appropriate rate to apply to the FVRB from a financial and

economic standpoint. As such, it provides for an appropriate fair value rate of return to be

applied to a FVRB.

A.

A.

3 FVRB minus OCRB.
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1 Q- Have you developed an alternative method with which to apply a FVROR to a

2

3

4

FVRB?

Yes, I have. Should the Commission determine that there should be a specific return

(greater than zero) applied to the FVRB Increment, Shave provided such a procedure.

5

6 Q.

7

Why is it necessary to add a return on only the portion of FVRB that exceeds the

OCRB? J

8

9

10

11

12

13

14

The WCOC authorized by the Commission has already provided for a full cost of equity

return and cost of debt on the portions of equity and debt capital dirt are supporting the

OCRB portion of the FVRB. As a result, there is no need to provide any additional return

on the portions of FVRB supported by common equity and debt.

Stated differently, both the cost of debt and the return on common equity (i.e., capital

stock, paid-in capital, and retained earnings - the investment of common shareholders) are

already provided for in a traditional WCOC. Only the portion of the FVRB that exceeds

OCRB ("Fair Value increment") needs to have a specific return identified in order to

reflect a return component on that Fair Value Increment.

15

16

17

18

19

20

Q- What is the proper cost rate to apply to the Fair Value Increment?

21

22

23

24

25

A.

A.

A. As I indicated previously, from a financial perspective, it should not be necessary to

provide for any return on the Fair Value Increment since this is not investor-supplied

capital. However, the Commission may choose to evaluate this issue from both a financial

and a public policy perspective. However, the idea that the Company should receive some

benefit from the Fair Value Increment does not mean that one should automatically apply

to the FVRB a WCOC developed by reference to original cost rate base. If it is determined

that it is desirable to provide an additional (non-zero) retune on the Fair Value Increment,
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1 the proper return should be no larger than the real (i.e., after inflation is removed) risk-free

rate of return.2

3

4 Q- What is the risk-free return?

5 The risk-free return is, in financial terms, the return on an investment that carries little or

6 no risk. Risk-free investments are universally defined as U.S. Treasury Securities, with

7

8

9

10

11

short-term maturities usually being used as the risk-free rate. 'Over the past several

months, various maturities of U.S. Treasury securities haveyielded from about 2.0 percent

(short-term) to 4.5 percent (long-term) in nominal temps. Rates have declined recently. I

also note that 2008-2010 forecasts of U.S. Treasury securities are about 4.5 percent to 4.9

percent. As a result, I use 5.00 percent as the nominal risk-free rate, in order to provide a

12 conservative estimate.

13

14 Q- What is the "real" risk-free rate?

15

16

The concept of real rates involves the removal of the rate of inflation firm the nominal

risk-Hee rate. In 2007, the rate of inflation, as measured by the Consumer Price Index

17 (CPI), was 4.1 percent. Forecasts of the CPI for 2008-2010 are about 2.0-2.5 percent. As

18

19

a result, I propose to use a 2.25 percent inflation rate for computing the real risk-free rate,

which is computed as follows:

20

21 Nominal Risk-Free Rate 5.0%

22 Less: Inflation Rate 2.25%

23

A.

A.

Equals: Real Risk-Free Rate 2.75%
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1 Q- Please explain why APS' FVROR should consider the real risk-free rate, as opposed

to the nominal risk-free rate.2

3

4

5

6

The investors of APS are already receiving an inflation factor due to the inclusion of

inflation in the FVRB Increment. Specifically, the Fair Value Increment incorporates

inflation by considering the current value of assets, which reflect, in part, past inflation. It

would be double-counting to also include the inflation components in the return to be

7 applied to the FVRB Increment. !

8

9 Q- What return on the fair value increment do you recommend in your alternative

10 FVROR proposal?

11

12

13

14

15

16

17

18

19

20

21

My alternative FVROR proposal incorporates a return on the Fair Value Increment with a

maximum value of 2.75 percent, as developed above. However, Irish to emphasize that

this 2.75 percent value is the maximum value that could be applied to the FVRB

Increment. In reality, any value between zero percent and 2.75 percent could be used as

the cost rate on the FVRB Increment. As I stated above, this Fair Value Increment return

is in addition to the return that the Company's investors already earn on their investment

in the Company. In this sense, an above-zero cost rate for the fair value increment

represents a bonus to the Company that would have to End its justification in policy

considerations instead of in pure economic or financial principles, for that reason, the

selection of an appropriate cost rate within this range should fall to the Commission's

discretion. I would propose a level at approximately the mid-point of this range, or 1.50

22 percent.

23

24 Q. What is the resulting impact of your alternative proposal in this proceeding?

25 I am proposing the following modified FVROR for APS:

26

A.

A.

A.
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Capital Item

Short-term Debt

Percent Cost Return

Long-term Debt 33.18% 5.77% 1.91%

38.62% 11.00% 4.25%

1

2

3

4

5

6

7

8

9

1 0

Common Equity

FVRB Increment 28.20% 1.50% 0.42%

Total 100.00% 6.98%

11

12

As shown in the above table, this alterative proposal provides for a non-zero return on

the Fair Value Increment of APS, and provides for an overall fair value rate of ream of

13 6.58 percent on the FVRB.

14

15 Q- Does this conclude your direct testimony?

16 A. Yes, it does.



Exhibit (DCP-1 )
Schedule 1

ARIZONA PUBLIC SERVICE COMPANY
TOTAL COST OF CAPITAL

ITEM PERCENT
COST
RATE WEIGHTED COST

Total Debt 46.21% 5.77% 2.67%
1

Common Equity 53.79% 9.00% 11.00% 4.84% 5.92%

Total

. E

100.00% 7.51% 8.58%
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ECONOMIC INDICATORS

Year

Real
GDP

Growth*

Industrial
Production

Growth

Unemploy-
ment
Rate

Consumer
Price Index

Producer
Price Index

1975 - 1982 Cycle

1975
1976
1977
1978
1979
1980
1981
1982

_1.1%
5,4%
5.5%
5.0%
2.8%
-0.2%
1.8%
-2.1%

-8.9%
10.8%
5.9%
5.7%
4.4%
-1 .9%
1.9%
-4.4%

8.5%
7.7%
7.0%
6.0%
5.8%
7.0%
7.5%
9.5%

7.0%
4.8%
6.8%
9.0%

13.3%
12.4%
8.9%
3.8%

6.6%
3.7%
6.9%
9.2%

12.8%
11.8%
7.1%
3.6%

1983 - 1991 Cycle

1983
1984
1985
1986
1987
1988
1989
1990
1991

4.0%
6.8%
3.7%
3.1%
2.9%
3.8%
3.5%
1.8%
-0.5%

3.7%
9.3%
1.7%
0.9%
4.9%
4.5%
1.8%
-0.2%
-2.0%

9.5%
7.5%
7.2%
7.0%
6.2%
5.5%
5.3%
5.6%
6.8%

3.8%
3.9%
3.8%
1.1%
4.4%
4.4%
4.6%
6.1%
3.1%

0.6%
1.7%
1.8%
-2.3%
2.2%
4.0%
4.9%
5.7%
-0.1%

1992 _ 2001 Cycle

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

3.0%
2.7%
4.0%
2.5%
3.7%
4.5%
4.2%
4.5%
3.7%
0.8%

3.1%
3.3%
5.4%
4.8%
4.3%
7.2%
5.9%
4.3%
4.2%
-3.4%

7.5%
6.9%
6.1%
5.6%
5.4%
4.9%
4.5%
4.2%
4.0%
4.7%

2.9%
2.7%
2.7%
2.5%
3.3%
1.7%
1.6%
2.7%
3.4%
1.6%

1 .6%
0.2%
1 .7%
2.3%
2.8%
-1 .2%
0.0%
2.9%
3.6%
-1 .6%

Current Cycle

2002
2003
2004
2005
2006
2007

1.6%
2.5%
3.6%
2.9%
2.8%
2.0%

-0.t%
1.2%
2.5%
3.3%
2.2%
1.7%

5.8%
6.0%
5.5%
5.1 %
4.6%
4.6%

2.4%
1.9%
3.3%
3.4%
2.5%
4.1 %

1.2%
4.0%
4.2%
5.4%
1.1%
6.2%

*GDp=Gross Domestic Product

Source: Council of Economic Advisors, Economic Indicators, various issues.
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ECONOMIC INDICATORS

Year

Real
GDP

Growth*

Industrial
Production

Growth

Unemploy-
ment
Rate

Consumer
Price Index

Producer
Price Index

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

2.7%
2.2%
2.4%
0.2%

-3.8%
-1 .2%
0.8%
1 .4%

5.6%
5.9%
5.8%
5.9%

2.8%
0.9%
2.4%
1.6%

44%
-2.0%
1.2%
0.4%

2003
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1.2%
3.5%
7.5%
2.7%

1.1%
-0.9%
-0.9%
1.5%

5.8%
6.2%
6.1%
5.9%

4.8%
0.0%
3.2%
-0.3%

5.6%
-0.5%
3.2%
2.8%

2004
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

3.0%
3.5%
3.6%
2.5%

2.8%
4.9%
4.6%
4.3%

5.6%
5.6%
5.4%
5.4%

I

5.2%
4.4%
0.8%
3.6%

5.2%
4.4%
0.8%
7.2%

2005
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

3.0%
2.6%
3.8%
1.3%

3.8%
3.0%
2.7%
2.9%

5.3%
5.1%
5.0%
4.9%

4.4%
1 .6%
8.8%
-2.0%

5.6%
-0,4%
14.0%
4.0%

2006
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

4.8%
2.7%
0.8%
1.5%

3.4%
4.5%
5.2%
3.5%

4.7%
4.6%
4.7%
4.5%

4.8%
4.8%
0.4%
0.0%

-0.2%
5.6%
-4.4%
3.6%

2007
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

0.1%
4.8%
4.8%
-0.2%

2.5%
1 .6%
1 .8%
2.2%

4.5%
4.5%
4.6%
4.8%

4.8%
5.2%
1 .2%
6.4%

6.4%
6.8%
12%

10.8%

2008
1st Qtr.
2nd Qtr.
3rd Qtr.

0.9%
2.8%
-0.3%

1.8%
0.3%
-2.1%

4.9%
5.3%
6.0%

2.8%
7.6%
2.8%

9.6%
14.0%
-0.4%

Source: Council of Economic Advisors, Economic Indicators, various issues.
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INTEREST RATES

Year
Prime
Rate

US Treas
T Bills

3 Month

US Treas
T Bonds
10 Year

utility
Bonds
Aaa

Utility
Bonds

As

Utility
Bonds

A

Utility
Bonds
Baa

1975 - 1982 Cycle

1975
1976
1977
1978
1979
1980
1981
1982

7.86%
6.84%
6.83%
9.06%
12.67%
15.27%
18.89%
.14.86%

5.84%
4.99%
5.27%
7.22%
10.04%
11 .51 %
14.03%
10.69%

7.99%
7.61 %
7.42%
8.41%
9.44%
11 .46%
13.93%
13.00%

9.03%
8.63%
8.19%
8.87%
9.86%
12.30%
14.64%
14.22%

9.44%
8.92%
8.43%
9.10%
10.22%
13.00%
15.30%
14.79%

10.09%
9.29%
8.61 %
9.291%
10.49%
13.34%
15.95%
15.86%

10.96%
9.82%
9.06%
962%
10.96%
13.95%
16.60%
16.45%

1983 - 1991 Cycle

1983
1984
1985
1986
1987
1988
1989
1990
1991

10.79%
12.04%
9.93%
8.33%
8.21%
9.32%
10.87%
10.01%
8.46%

8.63%
9.58%
7.48%
5.98%
5.82%
6.69%
8.12%
7.51%
5.42%

11.10%
12.44%
10.62%
7.68%
8.39%
8.85%
8.49%
8.55%
7.86%

12.52%
12.72%
11.68%
8.92%
9.52%
10.05%
9.32%
9.45%
8.85%

12.83%
13.66%
12.06%
9.30%
9.77%
10.26%
9.56%
9.65%
9.09%

13.66%
14.03%
12.47%
9.58%
10.10%
10.49%
9.77%
9.85%
9.36%

14.20%
14.53%
12.96%
10.00%
10.53%
11.00%
9.97%
10.06%
9.55%

1992 - 2001 Cycle

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

5.25%
6.00%
7.15%
8.83%
8.27%
8.44%
8.35%
8.00%
9.23%
6.91%

3.45%
3.02%
4.29%
5.51%
5.02%
5.01%
4.81%
4.66%
5.85%
3.45%

7.01 %
5.87%
7.09%
6.57%
6.44%
6.35%
5.25%
5.65%
6.03%
5.02%

8.19%
7.29%
8.07%
7.68%
7.48%
7.43%
6.77%
7.21 %
7.88%
7.47%

8.55%
7.44%
8.21%
7.77%
7.57%
7.54%
6.91%
7.51%
8.05%
7.59%

8.69%
7.59%
8.31%
7.89%
7.75%
7.60%
7.04%
7.62%
8.24%
7.78%

8.86%
7.91%
8.B3%
8.29%
8.16%
7.95%
7.26%
7.88%
8.36%
8.02%

Current Cycle

2002
2003
2004
2005
2006
2007

4.67%
4.12%
4.34%
6.19%
7.96%
8.05%

1.62%
1.02%
1.38%
3.16%
4.73%
4.41 %

4.61%
4.01 %
4.27%
4.29%
4.80%
4.63%

[1] 7.19%
6.40%
6.04%
5.44%
5.84%
5.94%

7.37%
6.58%
6.16%
5.65%
6.07%
6.07%

8.02%
6.84%
6.40%
5.93%
6.32%
6.33%

[1] Note: Moody's has not published Aaa utility bond yields since 2001 .

I

Sources: Council of Economic Advisors, Economic Indicators, Moody's Bond Record, Federal
Reseme Bulietin, various Issues.
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INTEREST RATES

Year
Prime
Rate

uS Treas
T Bills

3 Month

us Treas
T Bonds
10 Year

Utility
Bonds
Aaa m

Utility
Bonds

Aa

Utility
Bonds

A

amity
Bonds
Baa

2003
Jan
Feb
Ma
Apr
May
June
July
Aug
Sept
Oct
Nov
Dec

4.25%
4.25%
4.25%
4.25%
4.25%
4.00%
4. 00%
4. 00%
4.00%
4.00%
4.00%
4.00%

1.17%
1.16%
1.13%
1.14%
1.08%
0.95%
0.90%
0.96%
0.95%
0.93%
0.94%
0.90%

4.05%
3.90%
3.51%
3.96*
3.57%
3_33*
3.98*
4.45%
4.27%
4_8*
4.33%
4.27%

[1] 6.87%
6.66%
6. 56%
6_47*
6.20%
s. 12*
6.37%
6.48%
6.30%
6.28%
ans%
6.18%

1.06%
5.93%
6.79%
6.64%
6.36%
6.21as
6.57%
6.78%
6.56%
6.43%
6.37%
6.27%

7.47%
7.17%
7.05%
5.94%
6.47%
6.30%
5.67%
7.08%
6.87%
6.79%
6.69%
6.61 %

2004
Jan
Feb
Mar
Apr
May
June
July
Aug
Sep!
Oct
Nov
Dec

4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.25%
4.50%
4.75%
4.75%
5.00%
5.25%

0.89%
0.92%
0.94%
0. 94%
1 . 04%
1 .27%
1 . 35%
1.48%
1 .65%
1 . 75%
2. 06%
2.20%

4.15%
4.08%
3.83%
4.35%
4.72%
4.73%
4.50%
428%
4.13%
4.10%
4.19%
423%

8.05%
5. 10%
5.93%
6.33%
6.6516
8.30%
8.09%
s. 95%
5.79%
5.74*
5.79%
5.78%

e. 15%
5. 15%
5.57%
6.35%
8.62%
6.45%
6.27%
s. 14%
5.98%
5.94%
5.97*
5.92%

5.47%
5.28%
5.12%
6.46%
6.75%
8.84%
5.67%
8.45%
6.27%
s. 17%
6. 16%
6.10%

v

zoos
Jan
Feb
Mar
Apr
May
June
July
A1-*9
Sept
O f
Nov
Dec

5.25%
5. 50%
5.75%
5.75%
S. 00%
625%
6.25%
S. 50%
615%
6.75%
7.00%
7.25%

2. 32%
2. 53%
2.75%
2. 79%
2.86%
2. 99%
3.22%
3.45%
3. 47%
3. 70%
3.90%
3. 59%

4.22%
4. 17%
4.50%
4.34%
4. 14%
4.00%
4.1a%
426%
4.zo-as
4.45%
4.54%
4.47*

5.68%
5.55%
5.76%
5.56%
5.38%
5.05%
5. 18%
5.23%
5.27%
5.55%
5.58%
5.55%

5.78%
5.61 %
5.83%
5.64%
5.53%
5.40%
5.51%
5.50%
5.52%
5.79%
5.88%
5.80%

5.95%
5.76%
5.01%
5.95*
5.aa-as
5.70%
5.81%
5.80*
5.83%
6.08%
S. 19%
s. 14%

2006
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
O f
Nov
Dec

7. 50%
7.50%
7.75%
7.75%
8. to%
8.25%
8.25%
B.25%
8.25%
8.25%
8.25%
8.25%

4.20%
4.41 %
451 %
4.59%
4.72%
4.79%
4. 96%
4.98%
4. 82%
4. 89%
4. 95%
4. 85%

4.42%
4.57%
4.72%
4.99%
5.11 %
5.11%
5.09%
4.88%
4.72%
4.73%
4.60%
4.55%

5.50%
5.55%
5.11 %
8.02%
5. 16*
B.16%
s. 13%
5.97%
5.81*
5.80%
5.61 *
5.82%

5.75%
5. BE%
5.98%
6.29%
6.42%
e. 40%
6.37%
6.20%
6.00%
5.98%
5. 80%
5.81 %

6.06%
6.11 %
6.26%
8.54%
6.59%
6.61%
5,51 so
6.43%
6.25%
6.24%
6.04%
6.05%

2007
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
Oct
Nov
Dec

8.25%
825%
8.25%
8.25%
8.25%
8.25%
825%
a. 25%
7.75%
7. 50%
7.50%
7.25%

4.95%
5. 02%
4. 97%
4.88%
4.77%
4. 63%
4. 84%
4.34%
4.01 %
3.97%
3.49%
3. 08%

4.76%
4.72%
4.56%
4.69%
4.75%
5. 10%
5.00%
4. 67%
4. 52%
4.53%
4. 15%
4, 10%

5.78%
5.73%
5.66ss
583*
5.88%
6.18%
6. 11 *
s. 11 as
S. 1 Q*
6.04%
5.87%
amass

5.95%
5_90*
5.85%
5.97*
5.99%
6.30%
5.25%
6.24%
6.18%
6. 11 as
5.97%
5.16*

6.18%
6. 10%
5_10%
6.24%
6.23%
6.54%
6,49%
6.51%
6.45%
6.36%
5.27%
6.51%

zoos
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
O f

5_q0*
5.00%
5.25%
5.00%
5.00%
5.0016
5.00%
5.00%
5.00%
4.00%

2.86%
2.21 %
1.38%
1.32%
1.71 %
1.90%
1.72%
1.79%
1.46%
0.84%

3.74%
314%
3.51%
3.68%
3.88%
4.10%
4.01 %
3.89%
359%
3.81 %

5.87%
8_04*
5_99*
5.99%
6.07%
8.19%
s. 13%
5.09%
5.13%
6.95%

5.02%
s.21 %
5.21*
8.29%
5.27%
6.38%
5.40%
6.37%
6.49%
7.56%

6.35%
B.60%
6.68%
5.82%
6.79%
6.93%
6. 97%
6.98%
7.15%
8. 58%

[1] Noiet Mccdys has not published Ala utility bondyields since 2001 .

Sources; Council of Economic Advisors, Economic Indicators, Mcodys Bond Record; Federal
Reserve Bulletin; various issues.
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STOCK PRICE INDICATORS

Year

S&P NASDAQ
Composite [1] Composite [1] DJIA

S&P
DIP

S&P
E/P

1975 1 1982 Cycle

1975
1976
1977
1978
1979
1980
1981
1982

802.49
974.92
894.63
820.23
844.40
891 .41
932.92
884.36

4.31 %
3.77%
4.62%
5.28%
5.47%
5.26%
5.20%
5.81%

9.15%
8.90%
10.79%
12.03%
13.46%
12.66%
11.96%
11 .60%

1983 - 1991 Cycle

[1]

4.40%
4.64%
4.25%
3.49%
3.08%
3.64%
3.45%
3.61%
3.24%

8.03%
10.02%
8.12%
6.09%
5.48%
8.01%
7.41%
8.47%
4.79%

1983
1984
1985
1986
1987
1988
1989
1990
1991

[1]
322.84
334.59
376.18 491 .69

1,190.34
1,178.48
1,328.23
1 ,792.76
2,275.99
2,060.82
2,508.91
2,678.94
2,929.33

1992 - 2001 Cycle

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

415.74
451 .21
460.42
541 .72
670.50
873.43

1 ,085.50
1,327.33
1,427.22
1 ,194.18

599.26
715.16
751.65
925.19

1,164.96
1,469.49
1,794.91
2,728.15
3,783.67
2,035.00

3,284.29
3,522.06
3,793.77
4,493.76
5,742.89
7,441 .15
8,625.52

10,464.88
10,734.90
10,189.13

2.99%
2.78%
2.82%
2.56%
2.19%
1.77%
1 .49%
1.25%
1.15%
1.32%

4.22%
4.46%
5.83%
6.09%
5.24%
4.57%
3.46%
3.17%
3.63%
2.95%

Current Cycle

2002
2003
2004
2005
2006
2007

993.94
965.23

1,130.65
1,207.23
1,310.46
1,477.19

1,539.73
1,647.17
1,986.53
2,099.32
2,263.41
2,578.47

9,226.43
8,993.59

10,317.39
10,547.67
11,408.67
13,169.98

1.61%
1.77%
1.72%
1.83%
1.87%
1.86%

2.92%
3.84%
4.89%
5.36%
5.78%
5.29%

[1] Note: this source did not publish the S8<P Composite prior to 1988 and the NASDAQ
Composite prior to 1991 .

Source: Council of Economic Advisors, Economic Indicators, various issues.
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STOCK PRICE INDICATORS

YEAR
S&P

Composite
NASDAQ

Composite DJIA
s a p
DIP

S&P
EIP

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,131.56
1,068.45
894.65
887.91

1,879.85
1,641.53
1,308.17
1,346.07

10,105.27
9,912.70
8,487.59
8,400.17

1 .39%
1 .49%
1 .76%
1 .79%

2.15%
2.7Q%
3.68%
3.14%

2003
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

860.03
938.00

1 ,000.50
1 ,056.42

1 ,350.44
1,521.92
1,765.96
1,934.71

8,122.83
8,584.52
9,310.57
9,856.44

1.89%
1 .75%
1 .74%
1 .69%

3.57%
3.55%
3.87%
4.38%

2004
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,133.29
1,122.87
1,104.15
1,162.07

2,041 .95
1,984.13
1,872.90
2,050.22

10,488.43
10,289.04
10,129.85
10,362.25

1.64%
1.71 %
1.79%
1_75%

4.62%
4.92%
5.18%
4.83%

2005
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,191.98
1,181.65
1,225.91
1,262.07

2,056.01
2,012.24
2,144.61
2,246.09

10,648.48
10,382.35
10,532.24
10,827.79

1.77%
1.85%
1.83%
1.86%

5.11%
5.32%
5.42%
5.60%

2006
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1 ,283.04
1 ,281 .77
1 ,288.40
1 ,389.48

2,287.97
2,240.46
2,141.97
2,390.26

10,996.04
11,188.84
11,274.49
12,175.30

1.85%
1.90%
1.91%
1.81 %

5.61%
5_86%
5.88%
5.75%

2007
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr,

1 ,425.30
1 ,496.43
1,490.81
1,494.09

2,444.85
2,552.37
2,609.68
2,701.59

12,470.97
13,214.26
13,488.43
13,502.95

1,84%
1.82%
1.86%
1.91%

5.85%
5.65%
5.15%
4.51 %

2008
1st Qtr.
2nd Qtr.
3rd Qtr.

1,350.19
1,371.65
1,251.94

2,332.91
2,426.26
2,290.87

12,383.86
12,508.59
11,322.40

2.11 %
2.10%
2.29%

4.57%
4.01%

[1] Note: this source did not publish the S&P Composite prior to 1988 and the NASDAQ
Composite prior to 1991 .

Source: Council of Economic Advisors, Economic indicators, various issues.
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Schedule 3

PINNACLE WEST CAPITAL
SEGMENT RATIOS

2005 -- 2007
($millions)

Segment
Operating
Revenues

Income From
Continuting
Operations

Capital
Expenditures

2005

Regulated Electricity Segment $2,237
74.87%

$167
74.89%

$811
87.39%

Real Estate Segment $338
11.31%

$35
15.70%

$106
11.42%

Other $413
13.82%

$21
9.42%

$11
1.19%

Pinnacle West Capital Consolidated $2,988 $223 $928

2006

Regulated Electricity Segment $2,535
77.45%

$259
81 .70%

$662
76.09%

Real Estate Segment $400
11 .76%

$50
15.77%

$201
23.10%

Other $367
10.79%

$8
2.52%

$7
0.80%

Pinnacle West Capital Consolidated $3,402 $317 $870

2007

Regulated Electricity Segment $2,918
82.80%

$274
91 .64%

$900
84.59%

Real Estate Segment $215
6.10%

$12
4.01 %

$161
15.13%

Other $391
11.10%

$13
4.35%

$3
0.28%

Pinnacle West Capital Consolidated $3,524 $299 $1,064

Note: Totals may not add to 100% due to Reconciling Eliminations and rounding.

Source: Pinnacle West Capital, Form 10-K.
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BOND RATINGS
SENIOR UNSECURED

Date Moody's
Standard
8¢ Poor's Fitch

Arizona Public Service Co. Baa2 BBB- BBB

Pinnacle West Capital Baan BB+ BBB-

Source: Response to data request Staff Interim 7.4.
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ARIZONA PUBLIC SERVICE CO
HISTORY OF CREDIT RATINGS

SENIOR UNSECURED

Year S&P Moody's Fitch

2000
2001
2002
2003
2004
2005
2006
2007
2008

BBB
BBB
BBB
BBB
BBB

BBB/BBB-
BBB-
BBB-
BBB-

Baa2
Baa2/Baa1

Baa 1
Baa 1
Baa 1
Baal

Baa1/Baa2
Baan
Baan

BBB/BBB+
I BBB+

BBB+
BBB+
BBB+
BBB+

BBB+/BBB
BBB
BBB

Source: Response to data request Staff Interim 7.4
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ARIZONA PUBLIC SERVICE CO
CAPITAL STRUCTURE RATIOS

2003 _ 2008
($0o0)

YEAR
COMMON.
EQUITY

LONG-TERM
DEBT

SHORT-TERM
DEBT

1

2003 $2,203,630
45.7%
45.7%

$2,622,673
54.3%
54.3%

$0
0.0%

2004 $2,232,402
45.1%
45.1%

$2,718,341
54.9%
54.9%

$0
0.0%

2005 $2,985,225
53.8%
53.8%

$2,565,323
46.2%
46.2%

$0
0.0%

2006 $3,207,473
52.7%
52.7%

$2,878,470
47.3%
47.3%

$0
0.0%

2007 $3,351,441
52.0%
53.8%

$2,877,859
44.6%
46.2%

$218,000
3.4%

June 30, 2008 $3,585,621
54.6%
55.5%

$2,877,852
43.8%
44.5%

$100,000
1.5%

Note: Percentages may not total 100.0% due to rounding.

Source: Response tO data request Interim 7.6
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PINNACLE WEST CAPITAL
CAPITAL STRUCTURE RATIOS

2003 - 2007
($o00)

YEAR
COMMON
EQUITY

PREFERRED
STOCK

LONG-TERM
DEBT

SHORT-TERM
DEBT

1

2003 $2,616,585
42.0%
48.0%

$790,994
12.7%

$2,829,779
45.4%
52.0%

0.0%
0.0%

2004 $2,584,985
41 .5%
46.7%

$688,195
11.1%

$2,950, 196
47.4%
53.3%

0.0%
0.0%

2005 $2,608,455
40.5%
43.2%

$400,620
6.2%

$3,424,964
53.2%
56.8°/o

0.0%
0.0%

2006 $3,232,633
48.1 %
48.4%

$37,346
0.6%

$3,446,116
51 .3%
51 .6%

0.0%
0.0%

2007 $3,127,125
43.7%
47.0%

$504,434
7.0%

$3,531,611
49.3%
53.0%

0.0%
0.0%

Note: Percentages may not total 100.0% due to rounding.

Source: Response to data request Staff Interim 7.1
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AUS UTILITY REPORTS
ELECTRIC UTILITY GROUPS

AVERAGE COMMON EQUITY RATIOS

Year Electric

Combination
Electric

and Gas

J

2003 42% 38%

2004 47% 43%

2005 44% 47%

2006 45% 44%

2007 47% 46%

Note: Averages include short-term debt.

Source: AUS Utility Reports.
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COMPARISON COMPANIES
BASIS FOR SELECTION

Company

Market
Cap

($000)

Percent
Revenues
Electric

Common
Equity
Ratio

Value
Line

Safety

S&P
Stock

Ranking

S&P
Bond
Rating

Moody's
Bond
Rating

Pinnacle West Capital $3,400,000 83% 53% B+ BBB- Baa2

Proxy Group*

Ameren
Avista
Hawaiian Electric Industries
Northeast Utilities
Pep co Holdings
Westar Energy

$9,100,000
$1 ,100,000
$2,100,000
$4,100,000
$5,300,000
$2,200,000

83%
50%
83%
85%
53%
69%

53%
59%
51%
49%
46%
49%

2
3
2
3
3
2

A-

B
B
B
B
B

BBB
BBB+
BBB

BBB+
BBB+
BBB-

Baa2
Baan
Baa2
Baal
Baal
Baa2

* Selected using following criteria:
Market cap of $1 billion to $10 billion.
Electric Revenues of 50% or greater.
Common Equity Ratio of 40% or higher
Value Line Safety of 1, 2 or 3.
S&P Stock Ranking of A or B.
Moody's and S&P bond ratings of BBB/Baa.
Currently pays dividends.
Not presently involved in an an acquisition by another company or entity.

Sources: C.A. Turner Utility Reports, Standard & Poor's Stock Guide, Value Line Investment Survey.
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COMPARISON COMPANIES
DIVIDEND YIELD

COMPANY DPS
September - November, 2008
HIGH LOW AVERAGE YIELD

Proxy Group

Ameren
Avista
Hawaiian Electric Industries
Northeast Utilities
Pep co Holdings
Pinnacle West Capital
Westar Energy

$2.54
$0.72
$1 .24
$0.85
$1 .08
$2.10
$1 .16

$42.46
$23.20
$29.75
$27.98
$25.71
$37.88
$24.97

$25.51
$15.53
$22.25
$17.16
$15.27
$26.27
$15.97

$33.99
$19.37
$26.00
$22.57
$20.49
$32.08
$20_47

7.5%
3.7%
4.8%
3.8%
5.3%
6.5%
5.7%

Average 5.3%

Avera Proxy Group

ALLETE
Alliant Energy
Ameren
Constellation Energy
Energy

Exelon
FirstEnergy
Great Plains Energy
Hawaiian Electric lndustris
MDU Resources
Otter Tail Power
PG&E
Pinnacle West Capital
PNM Resources
PPL Corp
Progress Energy
Sempra Energy
Westar Energy
Wisconsin Energy
Xcel Energy

$1 .72
$1 .40
$2.54
$1 .91
$3.00
$2.10
$2.20
$1 .es
$1 .24
$0.62
$1 .19
$1 .56
$2.10
$0.50
$1 .34
$2.46
$1 .40
$1 .16
$1 .08
$0.95

$49.00
$35.58
$42.46
$67.99

$105.27
$77.85
$73.55
$23.90
$29.75
$33.69
$40.14
$42.98
$37.88
$12.49
$44.22
$45.60
$58.99
$24.97
$47.24
$22.39

$31 .04
$22.80
$25.51
$21 .70
$61 .93
$41 .23
$41 .20
$15.64
$22.25
$15.50
$14.99
$26.57
$26.27
$7.55
$26.84
$32.60
$34.29
$15.97
$34.89
$15.32

$40.02
$29.19
$33.99
$44.85
$83.60
$59.54
$57.38
$19.77
$26.00
$24.60
$27.57
$34.83
$32.08
$10.03
$35.53
$39.10
$46.64
$20.47
$41 .07
$18.86

4.3%
4.8%
7.5%
4.3%
3.6%
3.5%
3.8%
8.4%
4.8%
2.5%
4.3%
4.5%
6.5%
5.0%
3.8%
6.3%
3.0%
5.7%
2.6%
5.0%

Average 4.7%

Source: Yahoo! Finance.
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COMPARISON COMPANIES
RETENTION GROWTH RATES

COMPANY 2003 2004 2005 2006 2007 Average 200a 2009 2011-2013 Average

Proxy Group

Ameren
Avista
Hawaiian Electric Industries
Northeast Utilities
Pep co Holdings
Pinnacle West Capital
Weslar Energy

2.2%
3.4%
3.9%
3.7%
2.0%
2.5%
4.9%

0.9%
1.4%
1.1%
1.6%
2.5%
2.3%
3.2%

1.7%
2.4%
1.5%
1.5%
2.4%
1.0%
4.3%

0.2%
4.9%
0.7%
0.3%
1.5%
3.4%
5.5%

1.2%
0.8%
0.8%
4.3%
2.3%
2.5%
4.3%

1.2%
2.5%
1.6%
2.3%
2.1 %
2.4%
4.4%

1.5%
4.0%
0.0%
5.5%
3.5%
2.0%
4.0%

2.0%
4.0%
2.5%
5.0%
3.0%
2.0%
2.5%

2.5%
3.0%
3.5%
4.5%
4.0%
2.5%
2.5%

2.0%
3.7%
2.0%
5.0%
3.5%
2.2%
3.0%

Average 2.4% 3.0%

u

Avera Proxy Group

3.0%
5.0%
1.5%

3.0%
5.0%
2.0%

3.5%
4.5%
2.5%

3.2%
4.8%
2.0%

ALLETE
Alliant Energy
Ameren
Constellation Energy
Energy
Exelon
FirstEnergy
Great Plains Energy
Hawaiian Electric lndustris
MDU Resources
Otter Tail Power
PG&E
Pinnacle West Capital
PNM Resources
PPL Corp
Progress Energy
Sempra Energy
Westar Energy
Wisconsin Energy
Xcel Energy

2.5%
2.2%
7.0%
5.6%
11 .5%
0.0%
4.4%
3.9%
7.8%
3.2%

18.5%
2.6%
3.0%

11.7%
3.7%

11.3%
4. 9%
7.4%
3.9%

4. 7%
3.8%
0.9%
7.7%
5.8%
10.1%
4. 9%
5.1%
1.1%
7.9%
2.5%
10.3%
2.3%
4.5%
9.3%
2.8%
14.9%
3.2%
4. 9%
3.9%

5. 2%
8. 1%
1 .7%
7. 7%
6. 0%
11 .9%
4. 2%
3. 2%
1 .5%

10 . 0%
4. 2%
7. 7%
1.0%
4. 3%
8. 8%
1 .7%
10.1 %
4. 8%
7. 5%
2. 9%

5.0%
4. 0%
0.2%
9 . 1%
8. 0%

13. 0%
7. 4%
0. 0%
0.7%

10.4%
3.3%
8.6%
3.4%
3.7%
9.3%
0.0%
11.0%
5 . 5%
7. 1%
3. 6%

5 . 8%
5. 9%
1 .2%
8. 9%
8.0%
15.3%
7. 7%
0. 9%
0. 8%
8. 8%
3.5%
5.9%
2. 5%
0.0%

10.0%
0. 7%
9.7%
4. 3%
7. 1%
3. 1%

5.2%
4. 9%
1.2%
8.1%
6.7%
12.5%
4 . 8 %
2. 7%
1 .6%
8.9%
3. 3%
9. 8%
2. 4%
3. 1%
9.8%
1 .7%

11 .4%
4.4%
6.8%
3.5%

12.0%
6.5%
0.0%
0.0%
10.5%
0.0%
6.0%
2.0%
0.0%
5.5%
1 .5%
8.0%
4.0%
6.5%
3.5%

10.5%
1.5%
0.0%
2.5%
9.0%
1 .5%
6. 0%
2.0%
0.5%
2.0%
2.0%
9.0%
2.5%
5.5%
3.5%

14.5%
8.0%
1.5%
3.5%
8.5%
3.0%
5.0%
2.5%
2.0%
10.5%
2.5%
9.0%
2.5%
7.5%
5.0%

12.3%
7.3%
0.5%
2.0%
9.3%
1.5%
5.7%
2. 2%
0.8%
6.0%
2.0%
8.1%
3.0%
8. 8%
4. 0%

Average 5.6% 4.6%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES
PER SHARE GROWTH RATES

COMPANY
5-Year Historic Growth Rates . _

EPS DPS BVPS Average
Est'd '05-'07 to '11-'13 Growth Rates

EPS DPS BVPS Average

Proxy Group

0.0%
3.5%
0.0%

10.0%

5.5%
2.0%
2.0%
2.5%
1.0%
3.5%
-4.5%

1.7%
0.8%
-0.3%
7.0%
-1 .8%
2.2%
7.5%

3.5%
9.0%
5.0%
12.0%
13.0%
2.0%
2.0%

0.0%
12.5%
1.0%
7.0%

15.0%
1.0%
5.5%

3.0%
3.5%
2.5%
5.5%
3.0%
2.0%
4.5%

2.2%
8.3%
2.8%
8.2%
10.3°/,
1.7%
4.0%

Ameren
Avista
Hawaiian Electric Industries
Northeast Utilities
Pep co Holdings
Pinnacle West Capital
Westar Energy

-0.5%
-3.0%
-3.0%
8.5%
-4.5%
-2.5%
32.0%

5.5%
-5.0%

Average 2.4% 5.4%

Avera Proxy Group

3.0%
-0.5%
11.0%
9.5%

12.5%
6.0%

-10.5%
0.0%
8.0%
12.5%
23.0%
4.5%
0.0%
0.0%
5.5%
2.0%

2.5%
6.0%
3.5%

5.5%
9.0%
0.0%

6.5%
6.0%
3.0%

4.8%
7.0%
2.2%

-3.0%
14.0%
0.5%

0.5%
5.5%
4.0%
3.0%
4.0%
4.5%
4.5%
2.0%
11.5%
7.5%
16.5%
3.5%
5.0%
15.0%
3.0%
16.5%
-4.5%
7.0%
-1 .5%

-2.3%
1.7%
7.7%
8.3%

13.2%
5.0%
2.3%
-0.3%
10.3%
3.3%

16.5%
2.2%
3.2%
11.5%
0.3%
10.0%
7.5%
5.0%
-4.0%

8.0%
10.0%
1 .0%
5.0%
7.0%
2.5%
5.0%
2.0%
-6.0%
12.0%
5.0%
7.0%
2.0%
8.0%
7.5%

6.5%
8.5%
0.0%
1 .0%
6.5%
1 .5%
9.0%
1 .0%
-9.0%
13.0%
1 .0%
9.0%
5.5%
9.5%
3.0%

9.0%
7.0%
4.0%
2.5%
10.0%
5.5%
6.0%
2.0%
0.0%
8.5%
2.0%
8.5%
4.5%
6.5%
4.0%

7.8%
8.5%
1 .7%
2.8%
7.8%
3.2%
6.7%
1 .7%
-5.0%
11 .2%
2.7%
8.2%
4.0%
8.0%
4.8%

ALLETE
Alliant Energy
Ameren
Constellation Energy
Energy
Exelon
FirstEnergy
Great Plains Energy
Hawaiian Electric lndustris
MDU Resources
Otter Tail Power
PG&E
PinnacleWest Capital
PNM Resources
PPL Corp
Progress Energy
Sempra Energy
Wester Energy
Wisconsin Energy
Xcel Energy

-2.5%
-5.0%
6.5%
-4.5%
10.0%
32.0%
9.0%
~2.0%

5.5%
9.5%
13.0%
2.5%
3.5%
-5.0%
-1 .0%
-8.5%

Average 5.3% 4.9%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES
DCF COST RMTES

ADJUSTED
YIELD

HISTOR\C
RETENTION
GROWTH

PROSPECTIVE
RETENTION
GROWTH

HISTORIC
PER SHARE
GROWTH

PROSPECTNE FIRST CALL
PER SHARE EPS
GROWTH GRO\NTH

AVERAGE
GROWTH

DCF
RATES

COMPANY

Proxy Group

1.7%
0.8%

2.0%
3.7%
2.0%
5.0%
3.5%
2.2%
3.0%

7,0%

2.2%
8.3%
2.8%
8.2%

10.3%
1.7%
4.0%

3.0%
4.5%
10.8%
7.3%
B.7%
4.5%
4.4%

2.0%
3.8%
4.1%
6.3%
6.2%
2.5%
4.6%

9.6%
7.4%
9.0%
10.2%
11.6%
9.2%
10.4%

Ameren
Avista
Hawaiian Electric Industries
Northeast Utilities
Pepito Holdings
Pinnacle West Capital
Westar Energy

7.5%
3.8%
4.9%
3.9%
5.4%
6.6%
5.8%

1.2%
0.8%
0.8%
4.3%
2.3%
2.5%
4.3%

2.2%
7.5%

Mean 5.4% 2.3% 3.0% 3.8% 5.4% 8.2% 4.2% 9.6%

Median 5.4% 2.3% 3.0% 22% 4.0% 4.5% 4.1% s.s%

Mean Composite 7.7% 8.5% 9.3% 10.8% 11.6% 9.6%

MedianComposite 7.7% 8.4% 7.5% 9.4% 9.9% 9.6%

Avert Proxy Group

3.2%
4.8%
2.0% 1 .7%

7.7%
8.3%
13.2%
5.0%
2.3%

43%
7.0%
2.2%

5.0%
6.1%
3.0%

10.3%
3.3%
18.5%
2.2%
3.2%

11 .5°/»
0.3%
10.0%
7.5%
5.0%

7.B%
8.5%
1.7%
2.8%
7.8%
32%
B.7%
1.7%

10.5%
7.3%
10.0%
73°/a
10.8%
10.3%
B.5%
7.2%
4.5%
11.6%
12.3%
6.2%
7.2%
4.4%
9.4%
5.9%

4.5%
5.7%
2.0%
7.9%
8.5%
10.8%
7.1%
3.0%
4.3%
9.3%
4.0%
9.2%
2.6%
4.7%
10.2%
2.6%
9.1%
4.7%
7.2%
4.6%

8.9%
10.8%
9.5%
12.3%
12.3%
14.3%
11 .114.
11.5%
9.2%
12.0%
8.4%
13.9%
9.2%
9.8%
14.1%
9.0%
12.2%
10.5%
9.9%
9.7%

ALLETE
Alliant Energy
Ameren
Constellation Energy
Energy
Exelon
FirstEnergy
Great Plains Energy
Hawaiian Electric lndustris
MDU Resources
Otter Tail Power
PG&E
Pinnacle West Capital
PNM Resources
PPL Corp
Progress Energy
Sempra Energy
Westar Energy
Wisconsin Energy
Xcel Energy

4.4%
4.9%
7.5%
4.4%
3.7%
3.7%
4.0%
8.5%
4.9%
2.6%
4.4%
4.7%
6.6%
5.1%
4.0%
6.4%
3.1%
5.8%
2.7%
5.2%

5.2%
4.9%
1.2%
8.1%
6.7%
12.5%
4.8%
2.7%
1 .6%
8.9%
3.3%
9.B%
2.4%
3.1%
8.8%
1 .7%
11 .4%
4.4%
8.8%
3.5%

12.3%
7.3%
0.5%
2.0%
9.3%
1 .5%
5.7%
2.2%
0.8%
6.0%
2.0%
8.7%
3.0%
6.8%
4.0%

11.2%
2.7%
8.2%
4.0%
8.0%
4.8%

Mean 4.8% 5.6% 4.6% 6.7% 5.5% 7.8% 6.1% 10.3%

Median 4.6% 4.9% 3.6% 6.3% 4.8% 7.3% 5.2% 10.5%

Mean Composite 105% 9.4% 11.6% 10.3% 12.6% 10.9%

MedianComposite 9.4% 8.1% 10.8% 9.4% 11.8% 9.7%

in-

Note: Negative average values not considered.

Sources: Prior pages of this schedule.
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Schedule 9

STANDARD a. POOR'S 500 COMPOSITE
20-YEAR U.S. TREASURY BOND YIELDS

RISK PREMIUMS

Year EPS BVPS ROE
20-YEAR
T-BCJND

RISK
PREMIUM

'I1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989.
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007

$12.33
$14.86
$14.82
$15.36
$12.64
$14.03
$16.64
$14.61
$14.48
$17.50
$23.75
$22.87
$21 .73
$16.29
$19.09
$21 .89
$30.60
$33.96
$38.73
$39.72
$37.71
$48.17
$50.00
$24.70
$27.59
$48.73
$58.55
$69.93
$81 .51
$66.17

$79.07
$85.35
$94.27
$102.48
$109.43
$112.46
$116.93
$122.47
$125.20
$126.82
$134.04
$141 .32
$147.26
$153.01
$158.85
$149.74
$180.88
$193.06
$215.51
$237.08
$249.52
$265.40
$290.68
$325.80
$338.37
$321 .72
$387.17
$414.75
$453.08
$504.39
$529.59

15.00%
16.55%
15.06%
14.50%
11.39%
12.23%
13.90%
11.80%
11.49%
13.42%
17.25%
15.85%
14.47%
10.45%
12.37%
13.24%
16.37%
16.62%
17.11 %
16.33%
14.62%
17.29%
16.22%
7.44%
8.36%
14.15%
14.98%
16.12%
17.03%
12.80%

7.90%
8.86%
9.97%
11 .55%
13.50%
10.38%
11 .74%
11 .25%
8.98%
7.92%
8.97%
8.81%
8.19%
8.22%
7.26%
7.17%
6.59%
7.60%
6.18%
6.64%
5.83%
5.57%
6.50%
5.53%
5.59%
4.80%
5.02%
4.69%
4.68%
4.86%

7.10%
7.69%
5.09%
2.95%
-2.11 %
1 .85%
2.16%
0.55%
2.51 %
5.50%
8.28%
7.04%
5.28%
2.23%
5.11 %
5.07%
9.78%
9.02%

10.93%
9.69%
8.79%
11 .72%
9.72%
1.91 %
2.77%
9.35%
9.96%
11 .43%
12.35%
7.94%

Average 6.45%

Sources: Standard 8¢ Poor's Analysts' Handbook and lbbotson Associates 2008 Yearbook.
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Schedule 10

COMPARISON COMPANIES
CAPM COST RATES

COMPANY
RISK-FREE

RATE BETA
MARKET
PREMIUM

CAPM
RATES

Proxy Group

Ameren
Avista
Hawaiian Electric Industries
Northeast Utilities
Pep co Holdings
Pinnacle West Capital
Westar Energy

4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%

0.80
0.85
0.75
0.75
0.75
0.75
0.85

5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%

g.1%
9.4%
8.8%
13.8%
8.8%
8.8%
9.4%

Average 9.0%

Median 8.8%

Avera Proxy Group

ALLETE
Alliant Energy
Ameren
Constellation Energy
Energy
Exelon
FirstEnergy
Great Plains Energy
Hawaiian Electric lndustris
MDU Resouroes
Otter Tail Power
PG&E
Pinnacle West Capital
PNM Resources
PPL Corp
Progress Energy
Sempra Energy
Westar Energy
Wisconsin Energy
Xcel Energy

4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%
4.35%

0.85
0.80
0.80
0.75
0.80
0.90
0.85
0.75
0.75
0.95
0.85
0.85
0.75
0.90
0.80
0.60
0.90
0.85
0.75
0.80

5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5 .90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%

9.4%
9. 1 %
9.1%
8.8%
9.1 %
9.7%
9.4%
8.8%
8.8%
10.0%
9.4%
9.4%
8.8%
9.7%
9.1%
7.9%
9.7%
9.4%
8.8%
9. 1 %

Mean 9.1%

Median 9.1%

Sources: Value Line Investment Survey, Standard & Poor's Analysts' Handbook, Federal Reserve.
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Exhibit (DCP-1 )
Schedule 12

STANDARD& POOR'S 500 COMPOSITE
RETURNS AND MARKET-TO-BOOK RATIOS

1992 - 2007

YEAR
RETURN ON

AVERAGE EQUITY
MARKET-TO-
BOOK RATIO

1992 12.2% 271%
a

1993 13.2% 272%

1994 16.4% 246%

1995 16.6% 264%

1996 17.1% 299%

1997 16.3% 354%

1998 14.6% 421%

1999 17.3% 481%

2000 16.2% 453%

2001 7.5% 353%

2002 8.4% 296%

2003 14.2% 278%

2004 15.0% 291 %

2005 16.1% 278%

2006 17.0% 277%

2007 12.8% 284%

Averages:

1992-2001 14.7% 341%

2003-2007 15.0% 282%

Source: Standard & Poor's Analyst's Handbook, 2008 edition, page 1.



Company
VALUE LINE

SAFETY
VALUE LINE

BETA

VALUE LINE
FINANCIAL
STRENGTH

so* P
STOCK

RANKING

Proxy Group

B
B+

3.00
3.33

I

Ameren
Avista
Hawaiian Electric Industries
Northeast Utilities
Pep co Holdings
Pinnacle West Capital
Westar Energy

2
3
2
3
3
2
2

0.80
0.85
0.75
0.75
0.75
0.75
0.85

A
B+
B++
B+
B
A

B++

4.00
3.33
3.67
3.33
3.00
4.00
3.66

B
B
B

3.00
3.00
3.00

Average 2.4 0.79 B++ 3.57 B 3.07

Avera Proxy Group

B+
B
B
B+
B+
B
A.
B+
0.00
B
B-
A_

B
A-
A.

B

3.33
3.00
3.00
3.33
3.33
3.00
3.67
3.33
0.00
3.00
2.67
3.67
3.00
3.67
3.67
3.00

ALLETE
Alliant Energy
Ameren
Constellation Energy
Energy
Exelon
FirstEnergy
Great Plains Energy
Hawaiian Electric Industries
MDU Resources
Otter Tail Power
PG&E
Pinnacle West Capital
PNM Resources
PPL Corp
Progress Energy
Sempra Energy
Westar Energy
Wisconsin Energy
Xcel Energy

2
2
2
2
2
1
2
2
2
1
2
2
2
3
2
2
2
2
2
2

0.85
0.80
0.80
0.75
0.80
0.90
0.85
0.75
0.75
0.95
0.85
0.85
0.75
0.90
0.80
0.60
0.90
0.85
0.75
0.80

A
A
A

B++
A
A+
A

B++
B++
A+
A

B++
A
B

B++
B++
A

B++
B++
A

4.00
4.00
4.00
3.33
4.00
4.33
4.00
3.67
3.67
4.33
4.00
3.67
4.00
3.00
3.67
3.67
4.00
3.66
3.67
4.00

B
B
B

3.00
3.00
3.00

Average 2.0 0.81 A 3.83 B 3.04
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Exhibit (DCP-1 )
Schedule 13

RISK INDICATORS

GROUP
VALUE LINE

SAFETY
VALUE LINE

BETA
VALUE LINE

FIN STR
S & P

STK RANK

S & P's 500
Composite 2.7 1.05 B++ B+

Proxy Group 2.4 0.79 B++ B

Avert Proxy Group 2_0 0.81 A B

Pinnacle West Capital 2 0.75 A B

Sources: Value Line Investment Survey, Standard 8< Poor's Stock Guide.

Definitions:

Safety rankings are in a range of 1 to 5, with 1 representing the highest safety or lowest risk.

Beta reflects the variability of a particular stock, relative to the market as a whole. A stock with
a beta of 1.0 moves in concert with the market, a stock with a beta below 1.0 is less variable
than the market, and a stock with a beta above 1.0 is more variable than the market.

Financial strengths range from C to A++, with the latter representing the highest level.

Common stock rankings range from D to A+, with the latter representing the highest level.

J
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Exhibit (DCP-1 )
Schedule 14

ARIZONA PUBLIC SERVICE COMPANY
PRE-TAX COVERAGE

ITEM PERCENT
COST
RATE

WEIGHTED
COST

PRE-TAX
COST

Total Debt 46.21% 5.77% 2.67% 2.67%
I

53.79% 11.00% 5.92% 9.86%Common Equity

TOTAL CAPITAL 100.00% 8.58% 12.53%

Pre-tax coverage 12.53%/(2.65)
4.70 x

Standard 8¢ Poor's Utility Benchmark Ratios:

BBB

Pre-tax coverage (X)
Business Position:

6 2.6 - 4.0x

Total Debt to Total Capital (%)
Business Position

6 48 .. 58%

Note: Since 2004, S8¢P no longer uses the ratio "Pre-tax Coverage" as one
of its benchmark ratios. The benchmark levels shown above reflect the 1999
levels cited by S8<P.
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1 1. INTRODUCTION

2 Q. Please state your name and business address.

3

4

My name is Kenneth C. Stroll and my business address is James Center III, Suite 601,

1051 East Cary Street, Richmond, Virginia 23219.

5

6 Q- What is your professional and educational background?

7 I am a senior Vice President and Senior Engineer with Technical Associates, Incorporated,

8 which has an office in Richmond, Virginia. Technical Associates, formed in 1969,

9

10

11

provides a wide variety of business and technical consulting services to private and

government clients, particularly in the areas of public utility, insurance and transportation

regulation.

12

13

14

15

16

17

18

19

20

21

As a member of Technical Associates since 1974, I have conducted numerous cost of

service and rate design studies involving local gas distribution, products pipeline, electric,

telecommunications, and water and wastewater utilities. I also have been involved in the

development of research reports and testimony in the seas of site location and community

and environmental impacts. I have prepared and presented testimony on cost of service

and rate design as well as the need and routing of high voltage transmission facilities in

Arizona, Maryland, Minnesota, Virginia, Ohio, Indiana, Pennsylvania, Missouri, Nevada

and Ontario, Canada. I hold a Bachelor of Science degree in Mechanical Engineering

from Tri-State College and a Master of Science degree in Engineering Science and

22 Mechanics from Virginia Polytechnic Institute and State University. I have also

23

24

25

26

A.

A.

completed the course requirements in the graduate program of Environmental and Urban

Systems in the School of Architecture at Virginia Polytechnic Institute and State

University. I am a licensed Professional Engineer in the State of Virginia and past

president of the Richmond Chapter of the Virginia Society of Professional Engineers. My
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1

2

background and experience are set toM in more detail in the Attachment to this

testimony.

3

4 Q- What is the purpose of your testimony in this proceeding?

5 My direct testimony on behalf of the Arizona Corporation Commission ("ACC" or

Staff discusses and observations and6 "Commission")

7

presents evaluations,

recommendations re Hardin in en ineerin anal sis in this roceedin .p g

8

9 Q. What is the major focus of your evaluations?

10

11

12

13

14

15

The major focus of my evaluation, consistent with the assistance of the Commission Staff;

was die field investigations of Arizona Public Service Company ("APS" Or "Company")

facilities throughout Arizona. Field investigations were made on October 5 through

October 9 by myself and W. Michael Lewis off. M. Lewis and Associates, Inc. and were

coordinated and accompanied by APS personnel. Mr. Poem Bahl of the Commission Staff

accompanied us as well on October 9.

16

17

18

19

20

21

The purpose of these field investigations was two-fold. First was to visit and review a

number of the major construction projects included in the $251.3 million of total plant

investment additions that the Company is requesting be included in Rate Base in this case.

And second was to discuss with APS personnel these projects and the other influences on

the current and prob ected quality of electrical services to APS customers.

22

23 Q- Please describe the major elements of your investigations.

24

25

26

A.

A.

A. The major elements of my investigations are directed at APS' service quality, distribution

system indices, and the eonstmction and operations of selected generation, distribution,

and other plant facilities currently in-service and/or expected to be in-service in the next
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1

2

3

4

5

6

7

8

9

10

11

few months, and thereafter. The field investigations and reviews of project developments

included discussions with APS engineering and other technical personnel in charge of, or

participating in, the construction, operations, and development of network facilities and

network monitoring systems. In addition to these field activities, I reviewed portions of

APS' retiled Application and testimony in this case, as well as public documents such as

APS' Federal Energy Regulatory Commission ("FERC") Form No. 1, IEEE service

quality reports; and the Commission's transmission assessment of Arizona utility systems,

such as the 2008 Biennial Transmission Assessment ("BTA"). I also prepared and

reviewed data requests to the Company that addressed service quality and distribution

system indices, and construction work in progress ("CWIP") plant investments that are

proposed by APS for inclusion in Rate Base in this case.

12

13 Q- What are the impacts of your efforts on behalf of the Commission Staff?

14

15

16

17

18

19

20

21

22

The field investigations, the discussions with APS personnel, the reviews and analyses of

APS filed testimony and documentation in this case, and public documents provided some

perspective and understanding of the Company's installations and operations of its electric

network facilities and monitoring systems in Arizona. The remainder of this testimony

discusses these observations and evaluations, and provides some recommendations for die

Commission's consideration regarding these matters. This testimony also contains

comments regarding the qualifications of the APS personnel we met in our field visits who

are charged with ensuring that facilities and systems are safe, reliable, and operate in an

effective manner to meet the electrical service needs of APS customers.

23

24 Q. What topics and issues are addressed in this testimony?

25 The following general topics and issues are addressed at least to some extent in this

26

A.

A.

testimcnyz
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1 (1)

2

3

4 (2)

5

6 (3)

7

8

9 (4)

10

12

13

Quality of Service/Distribution kidices --- reflects the evaluations of the

operational quality and electric service performance satisfaction provided

to APS customers,

Facility Investment and In-Service Operations -~- relatesto the Company's

requested inclusion of CWIP investment in Rate Base,

System Monitoring Plans and Project Investments --- addresses Energy

System Management ("ESM") and Distribution Outage Management

System ("DOMS") developments and applications,

Facility Integration and System Operations --- relates to generation,

transmission, and distribution systems planning and implementation, and,

Distribution system performance---relates to the magnitude of energy

losses on average and during peak times, the maintenance of proper voltage

profiles, and the number of customer complaints concerning the quality of

14 service.

15

16

17

18

These topics and issues are addressed to some degree in this testimony but certainly not in

atotally comprehensive manner. This is the case because each of the topics and issues in

and of themselves would require a substantial amount of work and effort to

19 comprehensively evaluate.

20

21 Q-

22

What is your general perspective of the operations of APS facilities and APS

personnel that you have hadanopportunity to witness in your yield visit?

23

24

25

11

A. Generally spealdng, the Colnpany's plant facilities, network systems and operations

appear to be effectively utilized and maintained. The Company's operating practices,

including its preventative maintenance planning and outage response practices, which use



Additional information was acquired and analyses were made through APS' responses to

data requests issued by the Commission Staff, most notably Commission Staff Set Nos.

11, 15, 17 and 18. Responses to Commission Staff data requests in Set Nos. 15, 17 and 18

address die Company's CWIP projects being requested for Rate Base inclusion, including

a breakdown of the individual construction project investments and corresponding actual

and estimated in-service dates for the projects. Commission Staff data request Set No. ll

addressed, inter alia, the Company's calculations and claims regarding its electric service

reliability aid quality, specifically evaluations of Customer Average Inten'uption Duration

Index ("CAIDI"), System Average Interruption Duration Index ("SAlDI") and System

Average Interruption Frequency Index ("SAIFI").

Direct Testimony of Kenneth Stroll
Docket No. E-01345A-08-0172
Page 5

1

2

newly developed software support, as well as the technical personnel involved, are of an

acceptable level and of high quality.

3

4 11.

5 Q-

WORK EFFORT AND EVALUATIONS

Please describe the sequence of your evaluations and the role of your field

6

7

8

9

10

11

investigations.

My work effort commenced with reviews and analyses of APS' Application and tiled

testimony in this proceeding. To supplement the information in APS' Application and

refiled testimony, we reviewed the Company's Annual Reports, FERC Form No. l and

supplemental documents filed in support of its Application.

12

13

14

15

16

17

18

19

20

21

A.
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1 A.

2

3

4

5

6

Qualitv of Service/Distribution Indices

What are the characteristics of SAIFI, SAIDI, and CAIDI and what is the basis for

using these as an indication of system reliability?

Electric utilities record and report information on reliability events using a variety of

metrics which, taken together, provide a measure of electric system reliability, as

measured by the duration and frequency of power intemiptions to the average customer.

7 These three indices are those most commonly reported to express reliability. The

8

9

characteristics can be inferred by the descriptions above. SAHI (on an annual basis) is the

sum of the number of customers interrupted divided by the total number of customers

10 served. SAIDI is the total of customer interruption durations (in minutes) divided by die

11 total number of customers served. CA]DI is calculated as SA]DI/SAIFI which is an

12 indication of the interruptions and duration of intemlptions to the average customer on the

13 system.

14

15 Q- Are these indices based on all interruptions?

16 No. Common utility practice is to base these on "sustained intemxptions" which are

17 defined as those of five (5) minutes or more.

18

19 Q. Is there an industry standard that defines these aspects?

20 Yes. IEEE Standard 1366-2003 defines the various indices and defines sustained

21

A.

A.

A.

interruptions as lasting more than Eve (5) minutes.
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Q- What has been the Company's recent performance and how does it compare with

comparable electric utilities?

In response to a Data Request (Staff 11.7), the Company provided the values for these

indices for the past three years as follows :
2005 2006 2007

1

2

3

4

5

6

7

8

SAIFI

SAIDI

CAIDI

1.39 1.24 1.11

145 119 98

104 97 89

These values place die Company's performance in the upper 25% of all electric utilities of

comparable size for these years. Actually, the reported values for CAIDI for 2006 and

2007 would be slightly better than reported assuming the SAIFI and SAUDI as listed above

are correct. The value for CAIDI is defined as SAID]/SAIFI, which would indicate that

the corresponding CAIDI would be about 96 and 88 respectively. But this difference is

minor and may be due to rounding.

Q- What can an observer imply from the above values?

Using the 2007 values, one could conclude that the average customer on the APS

distribution system lost service between one and two times, and the total outage time was

98 minutes.

Q-

A.

What is a reasonable target for the values of SAIDI and SAIFI?

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

A.

In our opinion, a reasonable goal would be to reduce the SAIFI to 1.00 and the SAIDI to

75 minutes. This would infer that the average customer would experience one outage a

year for no more than 75 minutes.
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1 Q-

2

Given the 2007 values, what percentage reductions would be required to .reach those

levels?

3 For the SAIFI, a reduction of about 10% and for the SAIDI, about 25%.

4

5

6

7

8

9

10

Q- Are those reductions reasonable considering recent improvements?

11

12

13

Yes. From 2005 thru 2007, the SAHTI decreased by about 20% and the SAIDI by about

33%. In addition,.a recent (October 22, 2008) news release by APS stated "Through the

end of September, the Company was on pace to .establish all-time best years in reliability

measurements that track average number of service interruptions per customer and

average outage duration per customer. In fact, comparing APS' 2000 figures with 2008's

projected numbers, customers are experiencing a 34 percent reduction in outages per

customer and a 14 percent decrease in average outage duration per customer." I

concluded from the release that die SAIFI for 2008, if projections hold, would be

something less than l.ll and the SAIDI less than 98 which would continue the downward

trend of those indices. However, it isn't clear how to relate the stated 14% reduction in

SAIDI since 2000 to the 33% decrease indicated by the values presented by APS in

response to the Data Request for 2005-2007. Regardless, it appears that the downward

trend in the values of the indices is continuing.

14

15

16

17

18

19

20 Q-

21

Have you considered how aspects of Company design, maintenance, and operation

affect the system reliability?

22 A.

23

24

25

26

A.

A.

Yes, system and facility design and maintenance of installed equipment are discussed in

subsequent sections herein. With regard to operational aspects, I inquired as to staffing

levels for outage response in a Data Request (Staff 11.24) and discussed these aspects with

APS personnel. Based on my discussions and Me Company's response to the Data

Request, the staffing to respond to reported customer outages and/or problems noted by
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1

2

the monitoring systems appears to be adequate and effectively equipped. This conclusion

is also premised on the value for SAIDI, which indicates die time required to restore

service on an average outage.

4

5

6

Q-

7 A.

Do you recommend that the Commission be informed of these reliability indices on a

regular basis?

Yes, I would recommend that the Company submit an annual report to the Commission

listing the values for SAIFI, SAIDI, and CAIDI for the preceding calendar year by

January 31 of each year.

8

9

10

11 Q-

12

Do you think that this requirement would be of any significant burden on the

Company?

13

14

No, the Company is collecting this data at present and is currently reporting significant

outages to Commission Staff as they occur. As the aforementioned News Release

indicates, the Company is able to project annual values during the calendar year.15

16

17

18

Q- Is this an unusual requirement within the electric utility industry?

19

20

No. A recent survey reported that public utility commissions in some 35 states require

similar reports be filed by their regulated utilities.

21

22

Q. What would be your recommended standard for determining the values of  the

indices?

23

24

25

26

3

A.

A.

A.

The recommended standard is that of IEEE Standard 1366-2003. The Company has

indicated in its response to Data Request 11-7 that it follows most of the relevant sections

of that standard at present. There are differences in how various utilities treat major

events and I did not request the Company's specific methodological approach. Therefore,
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1

2

3

4

so that the future values can be compared to those previously reported, I would

recommend that the Company provide the annual values of the indices calculated in the

same manner as at present and if those are net of major events, provide the corresponding

values with all events included. The current practice of reporting significant outages upon

5 occurrence should be retained as well.

6

7 B.

8 Q-

Facilitv Investment and In-Service Operations

Please discuss the Company's current CWIP investments and its requests in this

9 case?

10

11

12

13

14

15

16

17

18

19

In APS witness Kearns' Direct Testimony filed June 2008, the Company requests that

$251.258 million of CWIP be included in Rate Base. As shown in Attachment DAK-12,

the total of $25l.258 million includes $l05.605 million of generation projects, $70.491

million of distribution projects, and $75.l62 million of other plant projects. The Company

supports its request for the inclusion of $25l.258 million of CWIP plant investment

claiming that these investments in facilities have been or will be placed in service by the

time the rates authorized in this case are in effect, i.e., the rate effective period. Of the

total dollars of post-test year plant additions, which represent amounts for these prob eats

booked as of December 31, 2007, $244.8 million are within the Commission's jurisdiction

(APS witness Kearns, Page 29).

20

21 Q- Please continue.

22

23

24

25

26

A.

A. One of the objectives of my field investigations of October 5 through October 9 was to

observe a number of these projects, as well as to discuss them with the APS personnel

responsible for their development and/or management. with the limited time available for

the field investigations, I elected to concentrate on the high expenditure projects that are

contained in the list of post-test year dollars requesting to be included in Rate Base in this
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1

2

3

4

case. The specific line item post-test year plant additions being requested for inclusion in

Rate Base are listed in APS' work paper DAK_WPl0.

Of the generation prob eats listed in DAK_WPl0, we focused on the following at Palo

Verde:

Generation Projects
Water Reclamation Facility

Reservoir Liner Replacement

Job Code
CW6JP

Core Protection Calculator/Core
Element Assembly Calculator
Replacement Unit Three

CD3GT

5

6
7
8
9

10
11
12
13
14
15
16

Water Reclamation Supply
System Pipeline Phase Two

CW6JL

17

18

19

20

21

22

23

24

25

26

27

In addition to the above generation projects, traveled to Yuma, Arizona and APS' Yucca

Power Station to view what the Company refers to as the Yuma Assets (APS witness

Dinkel's Direct Testimony). APS is requesting that the Commission find that its

acquisition of the Yuma Assets was prudent, and that since these assets were in service

during June of 2008, that these assets be placed in Rate Base in this case. The Yuma

Assets consist of two namal gas-fired simple cycle 48 MWpeaking generation units

(Units #5 and #6). During our visit (October 7, 2008), Unit #5 was in operation, and Unit

#6 was undergoing some problem that was preventing start-up. I was later informed that

this unit is operational and that the problem during our visit had been corrected. It is my

understanding that both units are operated to provide electrical power to the load pocket

area of APS' system in the Yuma region.

28

29

30

31

On December 15, Mr. Lewis made a site visit to the Cholera Generating Station. This visit

was to view the Cholla Environmental Projects, the Well Field Improvements and Land

Acquisition, Coal Handling Improvements, the Unit #1 ID Fan Replacement, and to assess
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1

2

3

4

the progress of the Unit #3 Air Quality Control Project. APS proposes to include die

Cholla Environmental Projects in Rate Base as post test year plant similar to the Yuma

Asserts. The other items above are included in the proposed listing of items for which

their CWIP as of 12/31/07 is proposed to be included in Rate BaSe as listed in APS'

response to Staff 17.3 .5

6

7 The Environmental Projects include the Lime Slaking and Slurry Disposal Facilities and

the Unit #2 Burner replacement with a low NOt version. These three items were placed

in service in May of 2008 and are essentially complete. The new burner was undergoing

some "tuning" or optimization in conduction with the vendor at this time. I would

consider all of these items to be used and useful as of their in-servicedate.

8

9

10

11

12

13

14

15

16

17

18

19

20

The Well Field Improvements and Land Acquisition were required as a result of the

expiration of the original lease for the well field land plots. As a result of a settlement

agreement with the land owner, new wells were installed, existing wells were capped, and

the various plots of land were reallocated with new easements and right-of-ways for the

water piping and electric service lines. This work is substantially completed with some

minor additions to be required in 2012. Given that these projects are used and useful,

Staff has accepted that the CWIP as of 12/31/07 be included in Rate Base as post test year

plant in this proceeding.

21

22

23

24

25

26

The Coal Handling Improvements in extending the siding, rail replacement, and hopper

modifications have enabled the Cholla Generating Station to accept the longer unit trains

that will be utilized in the future, accelerate the unloading of coal, and improve the

efficiency of the coal handling system. The replacement of older rails with much longer

continuous welded rails will contribute to lower maintenance costs. These improvements

l
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1

2

were substantially complete as of our visit. The CWIP as of 12/31/07 for this project has

been accepted by Staff as post test year plant in service.

3

4

5

6

7

8

9

10

11

The replacement of the Unit #1 Induced Draft Fan was predicated oN the deterioration of

the paddle type fan which replaced the original squirrel cage type unit in 2001. Subsequent

improvements which lowered the amount of fly ash in the exhaust stream have slowed the

deterioration and delayed the need for fan replacement. The replacement unit procured

has been placed in storage as a capital spare. It will be required in the nature and having

the spare will avoid any unit downtime that would be incurred in procurement in the event

of a fan failure. The 12/31/07 CWIP related to this project was acceptedby Staff as post

test year plant and included in Rate Base.

12

13

14

15

16

17

18

19

20

21

22

Unlike the above projects discussed, the Unit 3 Air Quality Control Project is not

completed. This project is currently estimated for completion in May 2009 at the

completion of the next Unit 3 maintenance outage, The major items of the project are the

Scrubber Installation and the Fabric Filter Installation. I observed the current preparatory

works and reviewed the Company's most recent internal Progress Report (a Confidential

document). Additionally, I discussed the progress and planning for this addition with the

Plant Manager. On the basis of my observations, review, and discussions we believe that

an in service date of May 15, 2009 is reasonable for the Scrubber and Fabric Filter.

Because the in-service date for this project falls beyond 12/31/08, Staff has not included

this prob et as post test year plant.
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1 Q-

2

3

4

5

6

7

8

9

10

11

12

Do you have any specific comments regarding the generation projects you viewed on

your visit to Arizona?

In  g enera l ,  the  q u a l i t y  of  w ork ma nsh i p  a nd  pro j ec t  ma na g ement  i nv o l v ed  i n  the

insta l lation of the projects  appears to be of a  high standard. The l isted or projected

completion dates  as  s tated on DAK _WP 10, as  updated by APS in response to Staff

discovery, appear to be reasonable for these projects viewed. The Yuma Assets can be

deemed to be "used and useful" because, as while some "punch-list" items remained, the

units are capable of generating when called upon. I should also note that I observed the

on-going cooling tower repairs at Palo Verde. I am of the opinion that these towers may

be obsolete and that replacement in lieu of continuing repairs may be more cost-effective.

I inquired of the Company if such had been considered and understood that, in fact, a

f ea s ib i l i ty  s tudy  was  be ing  conducted  to eva lua te  cont inu ing  repa i rs  compared  to

13 replacement.

14

15 Q-

16

17

What distribution projects did you view on your field investigations?

Accompanied by APS personnel, I toured a number of APS distribution facil ity projects

that were either completed and in service, or partially completed and very close to being

placed in service. The distribution prob ects we viewed consist of:18

19

A.

A.
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Distribution Prob acts Job Code

Lincoln Street West .- Add
Transformers and Switch gear

W262174

Gillespie Substation - Rebuild
Substation

W285770

Sedona State Route 179 Phase II
State Route 179 & Tallaquepaque
Improvement JV343128

W306535

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16

East End Substation-Build
New Substation

W262160

17

18

19

20

21

22

23

24

25

26

In addition to the above, visited the West Wing Substation to observe the improvements

there and the various fire suppression and oil containment features that have been

completed recently adj cent to the transfonner bays. I also viewed a new substation under

construction in the Phoenix Metro area, which APS may not have started constructing

prior to the end of 2007. The substation was nearing completion with two of the three

transformers already set, and almost all of the common facilities, switchgear, aluminum

tubular bus structure, and site work completed. The substation reflects a unique design for

APS, since it is constructed as a low-profile station with a specially designed enclosure

wall for aesthetics and sound suppression to fit environmentally widiin the Phoenix Metro

neighborhood where the substation is located.

27

28

29

Q- Do you have any specific comments regarding the distribution projects you viewed

on your field investigation?

30

31

32

The Gillespie and East End substations exhibited a very high level of workmanship and

effective design. The Company has developed methods of prefabricated bus work,

standard design features, and standardized equipment types and ratings which have served

33

A.

to expedite construction time and resulted in fewer field man-hours for installation. in
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1

2

3

4

addition, the use of compression fittings on the aluminum bus work is an innovative

feature which has eliminated the need for specialized welding techniques which can be

delayed by weather conditions. We do question the inclusion of foundations and

associated bus work for the future additions of transformers where the timing of such a

5

6

7

8 in fact, such structural facilities for future

9

future additions is uncertain. While we expect that the additional spaces for such future

expansions can be justified in most cases, it would seem that the inclusion of more

extensive structural work at this time may result in its premature inclusion in Rate Base.

The Company should justify such costs if,

network components, e.g., transformers, have been included in their proposed Rate Base.

10

11

12

13

14

15

16

17

18

The work at the Lincoln Street West Substation also appears to be of good workmanship

and an efficient adaptation of existing space. While we were at dies substation, we were

shown the 230 KV High Pressure, Oil Filled ("HPOF") underground cable installation and

the extensive oil cooling facilities which are required for operation of this type of cable. I

am of the opinion that solid dielectric cables of XLPE construction have now advanced to

the point where they are preferable to the older HPOF technology, since the XLPE cables

do not require the extensive cooling and pumping ancillary facilities. would recommend

that future underground cables be of the solid dielectric type.

19

20 Q-

21

What projects did you view that APS has listed in the 'other' category of post-test

year projects for inclusion in Rate Base?

22

23

24

A. The projects in this category consisted of a significant number of software development

programs, with associated hardware expenditures that is perhaps in the range of 25-30% of

the total cost of the project.
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Other Projects Job Code

Big Picture Schematic Software T22019

Energy Management System
Upgrade III-Software

T22213

Energy Management System
Proj act-Software

T22170

Energy Management System
Upgrade II-Software

T22211

Hardware-Distribution Outage
Management System Infrastructure
2005-2006

T22098

SW-GIS DOMS Phase I T23313

Energy Management System
Upgrade II-Software

T22212

Software-Mobile Distribution
Outage Management System

T22041

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

Soiiware-Distribution Outage
Management System Infrastructure
2005-2006

T22099

Most of these projects are software development programs, so the vast majority of the

time we spent at APS consisted of presentations by APS personnel of die scope of the

projects. The APS personnel who made the presentations also provided us with

demonstrations of the capabilities of the systems and their applications.

31

32

33

34

35

36

37

38

39

Q- Do you have any specific comments regarding the projects you viewed that APS

listed as 'other' projects?

A. The Energy Management System ("EMS") upgrade to provide a vendor-specific system

with vendor suppoir and off-site analysis to APS appears to be in keeping with the on-
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1

2

going need for such a maNagement tool to properly manage, monitor, and control the APS

system. The inclusion of operator training features is also an obvious need.

3

4

5

6

7

8

9

10

11

12

13

14

The Distribution Outage Management System ("DOMS") is designed to replace the

current paper maps of die distribution system with graphical computer display, to index

the location of the distribution system facilities and customers by GIS, and to interface

with the customer call system to locate outages and communicate this location to the first

responder to reported outages. The system display will have the ability to analyze the

likely cause of the outage and the DOMS operator can then direct the responder to the

nearest disconnect switch to isolate the problem if needed. The recent news release

mentioned previously described DOMS as also having die capability to "...manage

electrical loads...". This feature was not fully developed at the time of our briefing and

observation of the DOMS in its development stage. The Company should be asked to

verify that DOMS has such capability and to explain how this is performed. We were

informed that DOMS is operational in many of the outlying portions of die Company's

service territory and is being implemented in the Metro area at present. When fully

operational, DOMS should have the effect of reducing outage durations and should result

in marginal reductions in fuel usage and time previously expended in determining outage

causes and locations. This should then be reflected in lower SAIDI values in the future.

15

16

17

18

19

20

21 Q-

22

What portion of the projects that APS listed in DAK_WP10 and that it requests to be

included in Rate Base did you address in your yield investigations?

23

24

25

26

A. The Company indicates that there are 1,201 post-test year project plant additions listed by

APS in DAK_WP10, which equate to a total investment of $251 .258 million on December

31, 2007. Obviously, we did not view and discuss with APS personnel a very large

portion of the 1,201 projects, however, the dollar amount of the projects we did address in
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1

2

our October 5 through October 9 trip was significant. Of the total of $251258 million, I

directly viewed and interacted with APS personnel engaged in projects that totaled about

$130 million.3

4

Q- Do you have an opinion as to APS' construction practices and quality of work

observed on your field investigations?

5

6

7

8

9

10

As stated above for specific projects, in general, my observations indicate that APS

follows good construction practices and the quality of work is uniformly good.

Q-

11

What are your observations and conclusions regarding ANS' December 31, 2007

construction projects that have since been placed into service?

12

13

14

15

16

As stated previously, the projected completion dates as listed on WP-10 were updated by

the Company in response to Staff Data Requests and have been summarized in Staff

witness Smith's Attachment RCS-2, Schedule B-1. Staff witness Johnson has

recommended that such inclusion be limited to die APS CWIP balances as of 12/31/07 for

the projects that ah completed and in service as of 12/31/08.

17

18

19

20

c.

Q-

Monitoring Plans and Prolect Investments

What is included in this topical area of discussion?

21

22

23

24

25

26

A.

A.

A. There are two significant groups of projects that APS listed under the 'Other' category in

DAK__WP10 that were of special interest and justify further discussion. Each group of

projects reflects substantial expenditures of funds, and each is claimed by APS to have a

significant impact on its operations. The first is the group of projects involving APS'

Energy Management System ("EMS"). EMS is a system developed and supported by

Siemens. Prior to the development of the EMS, APS utilized an antiquated system that

was no longer operated by any other utility in the country. EMS is the operational arm of
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1

2

3

4

APS, i.e., generation, transmission, and distribution facilities and systems, in contrast to

the administrative or corporate systems arm within APS. These two systems are

operationally totally separate. Dual operational control capabilities of the EMS are

possible from either the 502 S. 2Tld Avenue Building (where the presentations took place

by APS personnel) or the APS' Deer Valley facility. APS indicated it expected a

complete operational cut-over of the EMS in late October or early November 2008.

EMS projects represent about $23 million of the total of $75 million of 'Other' prob eats in

5

6

7

8

9

10

11

DAK_WP10. As presented in APS' revised DAK_WP10, provided in response to

Commission Staff Data Request 17.3, these projects are expected to be completed and in

service by the end of this year.

12

13

14

Q, What is the second group of projects in the 'Other' category to which you refer?

15

16

This group of projects involves APS' Distribution Outage Management System

("DOMS"). DOMS is a real-time computer system which is an integration of a

Geographic Information System (GIS) and the EMS to allow for distribution operations

and maintenance, and outage response activity coordination to occur in a timely manner.

DOMS replaces a less vibrant system at APS, i.e., the Trouble Call Management System.

APS claims that DOMS has, and will continue to, enhance customer service quality.

17

18

19

20

21

22

23

24

25

26

A.

Implementation of DOMS has essentially been done in three (3) sections of APS' service

area (Northwest, Soudiwest and Southeast) with implementation in the Northeast expected

in November 2008, and in the Phoenix Metro area in January 2009. ABB developed the

DOMS working with APS personnel beginning in the 2004/2005 timeframe. ABB is the

vendor and retains the ownersh'p of the software through ABB's Network Management

Division. APS purchases the specific software for its system and the associated hardware,
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1

2

3

4

such as computers in its maintenance trucks that respond to the outage calls. The key

element of  DOMS is the locational map, which APS represents as a real-t ime

representation of its customer characteristics and locations within its electn'cal system

configuration.

5

6

7

8

9

10

Q- How would you describe APS' operating and monitoring procedures, particularly

relating to the EMS and DOMS projects that are being implementedby APS?

Further to the above discussion, the concepts are valid and both projects would replace

either inefficient systems (in the case of DOMS replacement of paper maps) or systems

that are no longer supported by the original vendor. Both projects should result in

reliability enhancements and more efficient system operation.11

12

D.13

14

15

16

17

18

Q-

Facilitv Integration and Svstem Operations

How does APS evaluate and plan for improvements in its electric energy delivery

19

20

21

22

23

24

system?

Clearly EMS is APS' overall, integrated approach to the monitoring and control of its

electric energy services from the generation of electricity to its delivery to end-users.

Coordinated with the development and implementation of EMS as discussed in Section C

above, APS personnel attend periodic user-group meetings sponsored by Siemens. The

purpose of these meetings is to discuss operations of the system, introduce upgrades and

exchange operational experiences among the users. APS expects Siemens to support the

system "indefinitely" and expects to have servers located at the Siemens Minneapolis

facility that will mirror APS' system. This collaborative enterprise will allow for storage

of all of the specific back-up software for APS' system as well.

25

A.

A.
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1

2

3

4

5

6

7

8

9

With regard to transmission and distribution, APS' typical planning horizon is three (3)

years for the below 69 kV voltage level facilities, which APS considers to be distribution.

APS' planning and forecasting consists of modeling of the local network electrical needs

specific to residential, commercial, and industrial customers using recent historic demand

and usage characteristics. APS personnel indicated that while the Phoenix area continues

to grow, the growth rate and per user electrical consumption is less than in recent years -

in part due to current economic conditions. APS, therefore, has reduced somewhat its

expectations on the need for facility expansions. This situation has affected budgets such

that a reduction of perhaps 15% is possible in the 2009/2010 timeframe.

10

11

12

13

14

With regard to its system capabilities, load flow studies are undertaken using GE Power

Flow models, including undertaking certain fault studies. APS does not perform any

harmonic analyses on its distribution system. Transmission system modeling is also

dirough GE Power Flow, and includes periodic stability studies of its system.

15

16

17

18

19

20

21

22

APS power engineering personnel described their relationships and coordination efforts

with large commercial and industrial customers to "head oft" and minimize negative

impacts on APS' localized system electrical performance due to customer equipment

installations and upgrades. APS claims that its close working relationships with these

commercial and industrial customers has served to mitigate problems on the APS system,

and, therefore, has contributed to APS' belief that there are no harmonics problems in its

distribution system.

23

24 Q- Please continue.

25

26

A. PaN of my conversations with APS personnel included APS' recent experience with its

undergrounding of some 69 kV conductor in response to political decisions and requests.
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1 The Sedona project is one example of APS' undergrounding of what had been overhead

distribution.2

3

4 APS personnel also indicated that the additions of capacitor banks in the APS network

have been increasing due to die effects of the summer extreme heat conditions. APS has

been able to maintain a system annual power factor of about 0.999 at peak by the

extensive addition of switched capacitor banks. EMS and Remote Terminal Unit ("RTU")

communication links at the substations are at about 90% saturation level, currently for

remote control and switches and other network components.

5

6

7

8

9

10

11

12

13

14

Large circuit breakers and substation transformers are tested on a twenty-four (24) month

basis (oil quality and dissolved gas tests) with replacement programs and maintenance

tracking programs currently being developed. One specific program is the replacement

and standardization of breakers in APS' distribution system. APShas recently completed

replacing 1950 vintage breakers, and is now working on replacing 1960's breakers. APS

had hundreds of different types of breakers in its system prior to the implementation of

this replacement program. I reviewed APS schedules for protective relay and revenue

meter calibration and checking and found them to be in line with prudent utility practices.

15

16

17

18

19

20 Q-

21

Do you consider the APS provisions you have just outlined adequate and

comprehensive regarding its evaluations and planning?

22 A. Yes .
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1

2

Q- Were there other planning options that were discussed with APS personnel?

3

4

Yes. Inquired as to what alternatives APS had considered to its standard procurement in

light of recent increases in copper and steel. One specific item was if APS had considered

installing concrete poles as an alternative to steel and/or aluminum.

5

6

7

8

9

10

11

Q- What was the response to this inquiry?

I was informed that APS was evaluating the cost savings that could result Nom the use of

concrete poles as well as the use of concrete and steel hybrid poles. l as able to observe

a recently installed rural distribution circuit of several miles in length which was

composed of concrete poles. I also was informed that a 230 kV circuit had utilized the

hybrid concrete and steel poles, however, Iwis not able to view these.

12

13

14

Q- Would you recommend an increased use of concrete poles by APS?

15

16

Yes. That would be my recommended option whenever the use of concrete poles can

result in an overall cost reduction. This is recognizing that concrete poles may be

somewhat heavier than a steel or aluminum alternative and a greater degree of access is

required for their installation.

Q- What recommendations would you offer based upon the scope of your review of APS

17

18

19

20 in this matter?

21

22

23

24

25

A.

A.

A.

A.

I have made several recommendations in the foregoing which I will repeat here:

1. The Company should submit a report to Prey Ball, Staff EngiNeer and Brian Bozzo,

Compliance Officer of its Distribution Reliability Indices for the preceding calendar

year on March 31 on an annual basis. The calculation of the indices shall be as per

IEEE Standard 1366-2003 or as shall be agreed to by Company and Commission Staff.
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1

2

3

4

5

6

7

8

9

10

2. The Company should be required to justify the inclusion in Rate Base (if such is

proposed) of installed substation components for future expansion.

3. The Company should analyze the cost effectiveness of using solid dielectric cables of

XLPE for underground installations rather than the HPOF.

4. The Company should explain the electrical load management capabilities of its DOMS

at this time and the expectations in the future.

5. The inclusion of APS' 12/31/07 CWlP for projects completed post test year should be

limited to projects actually completed no later than 12/31/08 .

6. The Company should continue to analyze the cost effectiveness of the use of concrete

and concrete and steel hybrid poles for installations that are capable with their use.

11

Q. Does this complete your testimony?12

13 A. Yes.
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telecommunications services of incumbent local exchange canters.

Assisted in the preparation and presentation of cost and pricing studies of unbundled network elements recurring and
non-recurring telecommunications services on behalf a nationally recognized cable services provider in a number of
states, including Arizona, Nebraska, Connecticut, Louisiana, Oldahoma, Rhode Island, and Virginia.

Assisted a property development and management firm in Virginia with the development of an accounting
system/chart of accounts, cost of Service procedures and rate design structures to meet requirements of the Virginia
State Corporation Commission.

Developed depreciation rates on behalf of the staff of the Delaware Public Utilities Commission as part of a rate
increase request case of United Water (Delaware), developed depreciation rates for electric and gas utilities, and
numerous telecommunications companies (Bell companies) on behalf of consumer advocate offices in several states
incorporaMg Iowa Curve and Gompertz-Makeham studies of investment remaining lives.

Participated iii the analyses for consumer advocates of ratemaking issues relating to revenue requirements, cost of
service, rate design and tariff restructuring aspects of integrating service territories of water utilities, including
atiiliates of American Water Company and Elizabethtown Water Company, Prepared cost of service and rate design
restructuring analyses of GPU (Metropolitan Edison and PENELEC) on behalf of Pennsylvania Office of Small
Business Advocate.

Conducted analyses and presented testimony on such topics as economic dispatch programs, loss-of-load
probabilities, load management rates, power factor correction and other terns of service issues before the Nuclear
Regulatory Commission, Ontario Energy Board, Public Utilities Commission of Minnesota, D.C. Public Service

1
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Commission and the Public Utilities Commission of Ohio.

Evaluated the ratemaldng (cost of service and rate design) aspects of a dispute over the interpretation of provisions
of a water purchase contract for the Town of Orange (Virginia) and presented testimony on their behalf before the
Circuit Court of Orange County, Virginia.

Economic. Energv Engineering& Environmental Impact Studies -- Participated in the development of a
benefit/cost framework for evaluating the local community impact of railroad abandonment including the provision
of testimony before the Interstate Commerce Commission (ICC). Provided assistance to the ICC's Rail Services
Planning Office in its analysis of reorganizing rail service activities in the Northeast and Midwest United States.

Prepared and participated in die drafting of an environmental impact statement regarding alternatives for power
plant siding for a Midwest Electric Utility filed before the Nuclear Energy Commission and the state utility
commission.

Prepared reports over an 8-year period for the North Carolina Energy Office that evaluated the state-wide energy
savings resulting from programs and activities sponsored by the Energy Office that focused on identifying
technological innovations and information and encouraging conservation of energy resources.

Participated in the development of a study of the economieimpact of a coal slurry pipeline on a community
containing major coastal harbor and railroad terminal facilities, including the short-term construction impact and the
long-term operating impact of the pipeline on the employment, property taxes and export business in the area.
Presented the study in testimony before a subcommittee of the Virginia Legislature.

Conducted analyses of the return on equity of two major railroads operating in Virginia over a five-year period,
evaluating the investment base of each railroad by eliminating the impact of the historical use of the ICC's
retirement-replacement-betterment method of accounting to determine the depreciable plant and equipment. Rates
of return on equity based on the re-valued equity investment base for each railroad were compared to depreciated
original cost returns on equity in other industry sectors and presented in testimony before a subcommittee of the
Virginia Legislature.

SELECTED REPORTS, PUBLICATIONS, AND TESTIMONY

"Retail Wheeling and Other Electricity Competition: Small Business Concerns About Tripping The Light
Fantastic," prepared for the Pennsylvania Office of Small Business Advocate, September, 1994 (with M. Ilea)

"Competition, Regulation, And The Public Interest In Telecommunications: Towards A Plan For Maryland,"
prepared for Maryland People's Counsel, June, 1994 (with M. Ilea)

"An Investigation Into The Smlcture And Operation Of Southwester Bell Telephone Company's Affi l iate
Transactions," prepared for the Missouri Public Service Commission, January, 1993 (with M. Ilea & A. Yontz)

"Standards For Utility Cost Studies Used To Justify Indirect Costs Assigned To HHS Grants," prepared for the U.S.
Department ofHealth & Human Services, September, 1991 (with M. Ilea & T. Bayliss)

"A simple Method to Evaluate the Economic Feasibi l i ty of Street Lighting Purchase and Operation by
Municipalities", prepared for Montgomery County Consortium of Communities, 1985 (with M. Ilea and W. Lowe)

"An Analysis of the InterLATA Access Charges Applicable to the State of Missouri's Electronic Tandem Network",
prepared for Spectra Associates, Inc. and the State of Missouri's Telecommunications Planning Department, 1985
(with M. Ilea)
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"Guide For Evaluating the Community Impact of Rail Service Discontinuance", prepared for the Rail Services
Planning Office, Interstate Commerce Commission, 1975 (with M. Ilea) r

"Measuring the Economic Value of a Coal Slurry Pipeline to Hampton Rhodes, Virginia", prepared for the
VirginianS for Competitive Coal Transportation, 1983 (with M. Ilea and J. McKnight)

"Connecticut State Rail Plan", prepared for the Connecticut Department of Transportation, 1975 (will J. McKnight
and M. Ilea)

A Photoelastic Stress Analvsis of Laminated Beams, Master's Thesis, Virginia Polytechnic Institute & State
University, 1973

In addition to the above list of selected reports and publications numerous special studies, reports and evaluations
have been undertaken, as well as the presentation of testimony, addressing gas, electric, and telecommunications,
including the role of technical consultant to the District of Columbia Public Service Commission on a variety of
regulatory policy and technical matters.

MEMBERSHIPS

National Society of Professional Engineers
Virginia Society of Professional Engineers
American Society of Mechanical Engineers

\
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EXECUTIVE SUMMARY
ARIZONA PUBLIC SERVICE COMPANY

DOCKET no. E-01345A-08-0172

My testimony addresses the following: proposed changes to the Demand-Side Management
("DSM") adjustor mechanism and cost support for the proposed Impact Fee (which the
Company also refers to as Hook-up Fees) and the System Facilities Charge.

The Company proposes three changes to the DSM adjustor mechanism. The Company
proposes that it be allowed to collect fixed lost revenues due to implemented DSM programs.
Next, the Company proposes to increase its performance incentive by removing the existing
cap (currently set at 10 percent of program expenditures) but retain the current sharing
relationship between ratepayers, who receive 90 percent of the net benefits of the programs,
and shareholders, who receive 10 percent. Finally, Company proposes it be allowed to
recover program costs in the same year dirt they are spent. '

The Company's presentation is unpersuasive for a number of reasons. Among them is that
the current adjustor mechanism was adopted as part of a settlement that balanced the interests
of all parties involved, including the Company. The settlement specifically noted that lost
margins would not be recovered. The current incentive mechanism appears to be giving the
appropriate incentive to die Company, as it has requested an increase in DSM program
funding above the level set in the settlement. This increase benefits not only customers by
implementing more cost-effective DSM, but also the Company by allowing it to earn more.
There is no need to recover program costs in the year they are incurred since under the
current DSM adjustment mechanism, any money spent over the amount set in base rates
accrues interest.

As to the cost support for new fees, my examination shows dirt all of the cost support is
based on estimates that cannot be traced back to the Company's annual reports.
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1 1. INTRODUCTION

2 Q- Please state your name, position and business address.

3

4

5

Frank W. Radigan. I am a principal in the Hudson River Energy Company, a consulting

firm providing services to the utility industry and specializing in the fields of rates,

planning, and utility economics. My office address is 237 Schoolhouse Road, Albany,

New York 12203.6

8

7

8 Q.

A.

Please summarizeyour professional qualifications and experience.

9

10

11

I received a Bachelor of Science degree 'm Chemical Engineering from Clarkson College

of Technology in Potsdam, New York (now Clarkson University) in 1981. I received a

Certificate in Regulatory Economics from the State University of New York at Albany in

12 1990. From 1981 through February 1997, I served on the Staff of the New York State

13

14

15

16

17

Department of Public Service ("DPS") in the Rates and System Planning sections of the

Power Division and on the Rates Sect ion of the Gas and Water Division. My

responsibilities included resource planning, the analysis of rates, depreciation rates, and

tariffs on electnlc, gas, water, and steam utilities, rate design, and performance of

embedded and marginal cost of service studies as well as depreciation studies.

18

19

20

21

Before leaving the DPS, I was responsible for directing all engineering staff during major

proceedings including those relat ing to rates, integrated resource planning, and

environmental impact studies. In February 1997, I left the DPS and joined Louis Berger &

22 Associates as a Senior  Energy Consultant . In  December  1998 ,  I  formed  my own

23 Company.

24

25

26

A.

In my 27 years  of  exper ience ,  I  have  test i f i ed  as  an exper t  wi tness  in  ut i l i t y  ra te

proceedings on more than 70 occasions before various utility regulatory bodies including
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1

2

the Arizona Corporation Commission, the Connecticut Department of Utility Control, the

DepartmentService Commission, the Massachusetts of

3

Maryland Public

Telecommunications and Energy,

4

the Michigan Public Service Commission, the New

York State Public Service Commission, the New York State Department of Taxation and

5 Nevada Public Utilities Commission, the Public Utilities Commission of

6

7

Finance, the

Ohio, the Rhode Island Public Utilities Commission, the Vermont Public Service Board,

and the Federal Energy Regulatory Commission. 1

8

9

10

11

I currently advise a variety of Regulatory Commissions, consumer advocates, municipal

utilities and industrial customers concerning rate matters, including wholesale electricity

rates and electric transmission rates. A summary of my qualifications and experience is

12 included as Exhibit PWR-1 .

13

14 Q. On whose behalf are you appearing?

15 I am appearing on behalf of the Arizona Corporation Commission ("ACC" or

16 "Commission") Utilities' DivisionStaff ("Staff").

17

18 Q. Have you previously testified before the ACC?

19

20

21

22

23

A.

A. Yes. I have testified before the Commission previously on three occasions. I testified

before the Commission in the most recent UNS Electric, Inc. rate case (Docket No. E-

04204A-06-0783), the most recent Tucson Electric Power Company rate case (Docket No.

E-01933A-07-0402), and the most recent Southwest Gas Company rate case (Docket No.

G-01551A-07-0504).
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l Q- Wheat is the purpose of the testimony you are presenting?

2

3

4

5

The purpose of my testimony is to address the proposed changes to the Demand-Side

Management ("DSM") adjustor mechanism and the cost support for proposed Impact Fee

(which the Company also refers to as Hook-up Fees) and charges for improvement to

System Facilities.

6
J

7 Q- Please briefly describe the information you reviewed in preparation for your

8 testimony.

9

10

11

12

The information I reviewed included Arizona Public Service's ("APS" or "the Company")

application and testimony, APS' responses to data requests of Staff and other parties,

previous decisions regarding the Company, information provided to me by Staff, and other

publicly available information.

13

14 11. DEMAND-SIDE MANAGEMENT ADJUSTMENT CLAUSE

15 Q.

16

Please explain what APS is requesting with respect to the Demand-Side Management

Adjustment Clause.

17

18

19

20

21

I

9

22

A.

A.

A. The Company is requesting a change to the Demand-Side Management Adjustment

Clause ("DSMAC") approved by the Commission in Docket No. E-01345A-03-0437. The

Company believes a change is necessary in order to encourage and support additional

cost-effective demand-side management (Application, page 7). The Company presents

the testimony of Mr. David Pickles, a consultant from the firm of ICE International, and

Mr. Gregory Delizio, the Manager of Pricing for APS, to support the change.
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1 Q-

2

Before turning to the Company's new proposal, could you please briefly summarize

the current cost recovery mechanism for DSM?

3

4

5

6

7

8

Yes. According to Paragraph 40 of the Settlement Agreement in Docket No. E-01345A-

03-0437 (attached to Decision No. 67744), the Company's total test year settlement base

rate revenue requirement included an annual $l0 million base rate DSM allowance to

recover the costs of approved eligible DSM-related items. In addition to the annual $10

million base rate allowance, the Company was also obligated to spend on average at least

another $6 million annually on approved eligible DSlVI~related items, and such additional

amounts were to be recovered bymeans of a DSM adjustment mechanism.9

10

11

12

13

14

15

16

17

18

19

20

21

In the Company's last rate case (Docket No. E-01345A~05-0816), the Company requested

that it be allowed to accrue interest on any monies in the DSM adjustor balance. In that

case, Staff did not oppose APS' request to establish the one-year Nominal Treasury

Constant Maturities rate that is contained in the Federal Reserve Statistical Release H-15

as the applicable interest rate on any funds in the DSM adjustor balance. In compliance

with die Settlement Agreement, the Company proposed a performance incentive in its

Portfolio Plan of DSM programs which set the performance incentive at 10 percent of the

net benefits achieved and capped it at 10 percent of total DSM spending. Staff supported

the Company request for an incentive mechanism. The allowance for interest and the

incentive mechanism were approved in Decision No. 69663 (See Testimony of Staff

Witness Jerry D. Anderson in Docket No. E-01345A-05-0816 dated August 18, 2006).

22

23 Q- What are the Company's proposals to change the DSM adjustor mechanism?

24

25

26

A.

A. Company witness Delizio proposes three changes to the mechanics of the DSM adjustor

mechanism. First, the Company proposes that it be allowed to collect fixed lost revenues

due to implemented DSM programs. The Company proposes dirt the energy savings from
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1

2

3

4

5

DSM be priced at the average retail rate less average variable costs for fuel and purchased

power. The fixed lost revenues would be based on 1) actual additional reductions in sales

due to DSM implemented in the prior year and 2) reductions in sales in the prior year due

to DSM implemented in previous years since the last rate case but still within the life of

the DSM measures implemented (Delizio PFT, page ll).

6

7

8

9

10

11

Second, the Company proposes to increase its performance incentive by removing the

existing cap (currently set at 10 percent of program expenditures). The Company

proposes to retain the current sharing relationship between ratepayers, who receive 90

percent of the net benefits of the programs, and shareholders, who receive 10 percent

(Delizio PFT, page 12).

12

13

14

15

16

Third, the Company would be allowed to recover program costs in the same year that they

are spent. This amount should be based on projected DSM spending for both approved

and pending programs, with a true-up to actual spending and recoveries in the following

year (Delizio PPT, page 12).

17

18 Q, What reasoning does the Company provide for its proposed changes?

19

20

21

22

23

24

25

A. Company Witness Pickles provides an explanation of why the Company believes that its

proposal for modifying the current DSM mechanism is necessary. Mr. Pickles begins his

presentation by stating the benefits of DSM, and he notes that DSM programs clearly have

an important role to play in any utility's mix of resources that are available to meet

increases in the demand for electricity (Pickles PFT, page 6). Mr. Pickles notes Mat cost-

effective DSM can provide the same end product (lighting, cooling, etc.) to the customer

at a lower cost than traditional utility services (Pickles PFT, page 7). In addition, he notes
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1

2

that DSM can also provide lower eMissions, increased economic activity, better use of

existing utility resources, and increased flexibility in planning future system growth (Ibid).

3

4

5

6

Mr. Pickles notes that die Company's DSM programs since 2005 have resulted in $33.2

million in spending, and that these programs will save 3,275 GWh of energy and 64 MW

of capacity (Pickles PFT, page 4). Mr. Pickles then goes on to note that APS has studied

7 the issue and states that there is an opportunity for additional c6st~effective DSM. He

8

9

states that the potential cost-effective DSM programs could save 2,600 GWEN to 3,900

GWH per year by 2020 (Pickles PFT, page 6).

10

11

12

13

14

15

16

17

18

19

Mr. Pickles argues that, on a national basis, the historical ratemaldng mechanisms have

been ineffective in eliciting appropriate levels of DSM (Pickles PFT, page 7). MI. Pickles

sees three key limitations that act as a disincentive to a utility to offer a comprehensive

DSM program: l) The utility typically is not able to recover lost margins of lost sales

from DSM programs. 2) Recovery of DSM program costs are typically achieved

retrospectively, failing to compensate the utility for the time value of money and do not

keep up with the increasing amount of DSM budgets. 3) Absent some mechanism to

meaningfully offset the natural disincentive to reduce sales, a utility has little interest to

invest in DSM (Ibid).

20

21 Q-

22

Mr. Pickles' criticisms of ratemaking mechanisms are at the national level and speak

in the historical context. What does he say about the Company's DSM adjustor

23 mechanism here in Arizona?

24

25

4

I

I

26

A. Mr. Pickles states that, while the mechanisms begin to address some of the previously

identified disincentives for DSM, they are not, as a package, sufficient to put DSM on a

level playing field with supply-side investments, and they do not provide internal
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1

2

3

4

5

6

7

8

9

incentives for the Company to pursue all cost-effective DSM (Pickles PFT, page 20).

Specifically, Mr. Pickles states that the cap on the shareholder incentive at 10 percent of

program expenditures (and the lack of a return on the DSM investments and recovery of

lost margins) prevent the incentive from ever offsetting: l) thelost net margins induced

by the DSM programs, 2) the time value of money associated wide funding the DSM

programs, 3) the opportunity cost of otherwise investing those funds in capital projects, 4)

the earnings that would otherwise accrue if investments were made' in supply-side options,

5) the lack of return on the DSM investment, and 6) the risk associated with implementing

the programs (Pickles PFT, page 20).

10

11 Q- Please comment on the Company's proposal.

12

13

14

15

16

17

18

19

The Company's presentation on the failings of the current DSM adjustor mechanism is

unpersuasive for a number of reasons. First, the current adjustor mechanism was adopted

as part of a settlement that balanced the interests of all parties involved, including the

Company. Recovery of fixed lost revenues and a performance incentive mechanism are

two different means to compensate the utility for implementing DSM, and the Company

has already agreed to a performance incentive. This is important, and it should be stressed

that the Settlement Agreement in Docket No. E-01345A-03-0-37 specifically noted that

lost margins would not be recovered.

20

21

22

23

24 amount,

25

26

Second, the Company is implementing DSM programs. The Settlement Agreement in

Docket No. E-01345A-03-0437 obligated APS to spend a total of at least $16 million per

year ($48 million during 2005-2007). While die $32 million actually spent was below that

there were good reasons for that: there was some delay in the program

implementation. The Company has agreed to accelerate spending for the 2008 through

2010 period to make up for it. That said, the DSM has been a success, given that the
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1

2

programs to date have only cost one cent for each kph saved. Cost-effective DSM is

being done.

3

4

5

6

7

8

Third, the Company has reacted to the current incentive mechanism in the appropriate

manner. In its 2008-2010 DSM Program Update filed on December 28, 2007, the

Company has requested a $76.5 million budget for the next three years. This is an

increase above the level set in the settlement. This increase benefits not only customers

by implementing more cost-effective DSM, but also the Company by allowing it to earn

9 more.

10

11

12

13

Fourth, the Company is not losing the time value of money. Under the current DSM

adjustment mechanism, any money spent over the amount set in base rates accrues

interest. Again, this provision of the current adjustor mechanism was adopted at the

14 Company's request.

15

16

17

18

19

20

21

22

23

24

Fifth, the argument that the Company is being disadvantaged because it has lost the

opportunity to otherwise invest those funds in capital projects is not convincing. As noted

throughout this case, the Company is in a period of substantial growth (Application, page

5 and Rumolo PPT, page 12), so there does not appear to be a lack of investment

opportunity. As previously discussed, Mr. Pickles himself notes that DSM programs have

an important role to play in any utility's mix of resources used to meet increases in the

demand for electricity (Pickles PPT, page 6), and he points out that cost-effective DSM

can provide the same end product to customers at a lower cost than traditional utility

services (Pickles PFT, page 7).
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1

2

3

4

Sixth, as to the argument that there is a lack of return on the DSM investment, this

argument is misplaced. DSM is not a capital investment but rather an operating expense,

and the Company is fully reimbursed for it. No return is necessary on an expense. Also,

the Company is compensated in another manner through the performance incentive.

5

6

7

8

9

10

Seventh, the Company claims that there is a risk of implementing the programs. While

there is risk in everything, the risk is minimized here as it is the COmpany that studies and

proposes the programs to implement. With the existing perfonnance incentive, it is up to

the Company to design a program .that has minimal risk and the highest return of

efficiency savings.

11

12

13

14

15

Eighth, the proposal to allow recovery of program costs in the same year that they are

incurred should not be adopted. The Company already receives the time value of money

on expenditures not included in base rates. Also, the regulatory lag is necessary so that

proposed programs can be reviewed. In addition, the lag tends to reduce program costs.

16

17

18

19

20

21

Finally, the reasoning set forth in the preceding paragraph is equally applicable to the

Company's request to remove die cap on program expenditures. The Company provides

no reasoning to remove the cap. Also, the cap is important for two reasons, it limits the

amount of money that can be earned through the incentive mechanism, and it brings some

level of review to the cost of programs that will be implemented.

22

23 For all of these reasons, the proposed changes to the DSM adjustor mechanism should be

24 rejected.



Direct Testimony of Frank W. Radigan
Docket No. E-01345A-08-0172
Page 10

1 111. IMPACT FEES AND SYSTEM FACILITIES CHARGE

2 Q- What aspect of APS' hook-up fees proposal are you addressing?

3

4

I address the rate design and cost support aspect of the "Impact Fee/Hook-up fee" and the

System Facilities Charge proposals.

5

6 Q- What specific fees are APS proposing?

7

8

9

10

11

12

13

14

15

16

17

The Company is proposing an "Impact Fee" or "Hook-up Fee" that is described by

Company witness Rumolo (Rumolo PFT, pages 9-15). The Impact Fee which varies by

service size is presented as an exhibit to Mr. Rumolo's testimony (Attachment DJR-9,

Schedule 6). The Company also proposes changes to Schedule 3, its line extension tariff

In Decision No. 70185, the Commission approved a revised policy that requires customers

to fund line extensions. Now APS is requesting to include a definition for "system

facilities". APS defines System Facilities as those facilities installed by the Company

such as new substations, new feeder lines and or upgrades, and other equipment

installations required to support the Company's aggregated load serving and voltage

regulation requirements as a result of new growth. A redlined version of Schedule 3 is

presented as an exhibit to Mr. Rumolo's testimony (Attachment DJR-11).

18

19

20

APS describes the purpose of the "Impact Fee" as allowing the Company to recover

certain growth-related expenses either caused by Schedule 3 or not recovered through

21 Schedule 3. The purpose of die "System Facilities Charge" is to recover the costs

22

23

24

associated with improvements to the Company's facilities necessary to support the

Company's aggregated load serving and voltage regulation requirements as a result of new

growth.

A.

A.

I Except for residential customers who are located on Native American Reservations and customers who are
"grandfathered" under the terms of the version of Service Schedule 3 that was in effect when the customer
executed an extension agreement or is under the terms of a transition period approved by the Commission.
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1 Q. Do you have any preliminary comments on the company's presentation?

2

3

4

5

6

7

Yes, it is a misnomer by the Company to describe the proposed "Impact Fee" as a "Hook-

Up Fee'°. A Hook-Up fee is to reimburse the Company for the capital costs associated

with the customer attaching or "hooking-up" to the system. Thus, the Company's

definition of System Facilities is a "Hook-Up Fee". As noted by Staff Witness Ralph

Smith in his testimony it is Staffs position that the System Facilities Charge is really a

"hook up" fee, and Staff opposed an imposition of the Systems Facilities Charge in this

8 case.

9

10 Q- Have you reviewed the cost support behind Schedule 6 and the "Impact Fee"?

11

12

13

14

15

Yes, Mr. Rumolo estimates that the new "Impact Fee" would produce $53 million per year

(Rumolo PFT, page 13). This $53 million is comprised of carrying costs associated with

the new Impact Fee related to charges associated with Schedule 3 charges, $27 million,

and the estimated cost of incremental O&M costs, $21 million (Rumolo PFT, pages 12

and 13 respectively).

16

17

18

19

The $27 million revenue estimate is based on the carrying costs associated with an

estimated $521 million of "growth related" investment that occurred in 2006 and 2007 and

would be recoverable under Schedule 3 (Rumolo PFT, page 12).

20

21

22

The $21 million revenue estimate is based on a Company estimate of increased operation

and maintenance expenses since the last test year (Rumor PFT, page 13).

23

24 The Impact Fee schedule is based on the estimated $53 million revenue requirement and a

25 forecasted amount of new customer connections for the 2008-2012 time period. These

26

A.

A.

two estimates then produce an average cost of required revenue for the typical customer.
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1

2

3

From this, it appears that the Company then estimated the costs for new service to a

typical customer (Ag. a 200 amp service for a residential customer). The Company then

pro-rated this cost to the various service sizes available to customers (Rumolo_Direct

4 Workpaper D]R_WP09_APS-08743 provided in response to Kroger 1.2).

5

6

7

8

9

W`hile the Company's calculations were reasonably done and result in a reasonable cost

differential between service sizes, one must recognize that all of these calculations are

estimates. For example, per the Colnpany's workpapers, the $521 million figure is based

on growth-related plant additions that occurred in 2006 and 2007: $263 million in 2006

10 and $258 million in 2007, respectively (Rumo1o_Direct Workpaper DJR__WP08__APS-

11

12

13

08743 provided in response to Kroger l.2). Yet, when I cross check these figures against

the FERC Font 1, they cannot be founds. I can find no back-up to the estimated $21

million in incremental O&M expenses either.

14

15 Q-

A

Does the lack of firm cost support cause concern?

16 Yes. Staff Witness Smith has outlined many of the concerns Staff has regarding the

17 implementation of new fees, the first of which is that they should be implemented with

18 care and only after careful evaluation. One cannot evaluate the estimate of an estimate. If

19 Schedule 6 is to be implemented, it should be based on a sampling of actual work orders

to determine the actual cost of new customer connections.20

Distribution plant additions for 2006 and 2007 were $321,797,716 and $332,972,299 respectively. It appears dirt
much of these additions were for replacement of equipment as retirements in 2006 and 2007 were $38,968,566 and
$45,830,131 respectively. Using the Handy Whitman index and an average age of retirement of 20 years, the value
of the plant additions to replace these retirements is approximately t"wo times the original costs .

z
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1 Q-

2

Have you reviewed the cost support for the newly proposed Schedule 3 System

Facilities Charge?

3

4

I attempted to review the cost support for the proposed System Facilities Charge, but there

wasn't any such cost support.

5

6

7

8

9

10

11

12

Schedule 3 defines "System Facilities" as those facilities installed by the Company, such

as new substations, new feeder lines and/or upgrades, and other equipment installations

required to support the Company's aggregated load serving and voltage regulation

requirements as a result of new growth. The language proposed by the Company is broad

and could almost include any change in the Company's distribution system anywhere, not

necessarily near a new customer. would note that the Company has already had several

customer complaints related to charging customers for specific facilities under its existing

13 tariff. Using the Company's estimate of Schedule 3 plant-related investment, $521

14

15

16

17

18

19

20

million, and the customer growth that occurred in the 2006 and 2007 time Home results in

an average customer contribution under Schedule 3 of $6,652 per customer. Adding to

this the cost responsibility under Schedule 6, $l,l50, results in a total cost of $7,802 per

customer. Although conceptually consistent with the goal of "growdi paying for growth",

new charges of this magnitude will result in even more customer questions and

complaints. As noted by Staff Witness Smith, Staff opposes the imposition of the Systems

Facilities Charge. The issue may be better handled in the generic docket rather than this

21 case.

22

23 Q- Does this conclude your testimony?

24

A.

A. Yes, it does.
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Attachment (FWR-1)

FRANK w.RADIGAN

B.S., Chemical Engineering -- Clarkson University, Potsdam, New York (1981)

CeMficate in Regulatory Economics -- State University of New York at Albany (1990)

I998-Present Principal, Hudson River Energy Group, Albany,NY -- Provide research, technical evaluation,
due diligence, reporting, and expert witness testimony on electric, steam, gas and water utilities. Provide
expertise in electric supply planning, economics, regulation, wholesale supply and industry restructuring
issues. Perform analysis of rate adequacy, rate unbundling, cost-of-service studies, rate design, rate
structure and multi-year rate agreements. Perform depreciation studies, conservation studies and proposes
feasible conservation programs.

1997-1998 Manager Energy Planning, Louis Berger & Associates, Albany, NY - Advised clients on rate
setting, rate design, rate unbundling and performance based raternaking. Served a wide variety of clients in
dealing with compleidties of deregulation and restructuring, including OATT pricing, resource adequacy,
asset valuation in divestiture auctions, transmission planning policies and power supply.

1981-1997 Senior Valuation Engineer, New York State Public Service Commission, Albany, NY - Starting as
a Junior Engineer and working progressively through the ranks, served on the Staff of the New York State
Department of Public Service in the Rates and System Planning Sections of the Power Division and in the
Rates Section of the Gas and Water Division. Responsibilities included the analysis of rates, rate design
and tariffs of electric, gas, water and steam utilities in the State and performing embedded and marginal
cost of service studies. Before leaving the Commission, was responsible for directing all engineering staff
during major rate proceedings.

Electric power restructuring, wholesale and retail wheeling rates, analysis of load pockets and market power,
divestiture, generation planning, power supply agreements and expert witness testimony, retail access, cost of
service studies, rate unbundling, rate design and depreciation studies. Wholesale power system modeling with GE-
MAPS.

Wholesale Commodity Markets

Transmission ExpansionPlanning - Various Utilities -- Member of Transmission Expansion Advisory Committee
in the New England Power Pool - the Committee is charged with the study of transmission expansion needs in the
deregulated New England electric market, Ongoing

Locational Based Pricing - Reading Municipal Light Department -- Using GE multi-area production simulation
model (MAPS), analyzed New England wholesale power market to cost differences between various generators and
load centers. 2003
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MerchantPlantAnalysis -.. Confidential client - Using GE multi-area production simulation model (MAPS),
analyzed New York City wholesale power market to determine economics of restructuring PURPA era contract to
market priced contract. 2002

Market Price Forecasting - E1 Paso Merchant Energy - Analyzed New England power market using MAPS for
purpose of pricing natural gas supply in order to ensure that plant was dispatched at 70% capacity factor as required
under its gas supply contract. 2002

Market Price Analysis - Novo Windpower .- Analyzed hourly market price data in New York for each load zone in
State in order to optimize location of new wind power projects. 2002

Gas Aggregation ... Village of Ilion - Advised client on costs/benefits of aggregating residential gas customers for
purpose of gas purchasing. 2002

Gas Procurement - Albany County, New York .- Assisted client in analysis of economics of existing gas purchase
contract, negotiated termination of contract, designing request for proposal for new natural gas supply. 2000

HQ Prudence Review - Selected by Vermont Public Service Board to perform prudence review power supply
contract between Hydro Quebec and Central Vermont Public Service Corporation. 1998

Wholesale Power Supply - Prepared comprehensive REP to optimize power supply for Solvay municipal utility by
complementing evdsting low cost power supplies in order to entice new industrial load to locate within Village.
1997

Analysis of Load Pockets and Market Power - Performed analysis of load pockets and market power in New
York State, determined physical and financial measures that could mitigate market power. 1996

Study of APP Contracts and Impacts in New York Performed study to determine rate impacts of power purchase
contracts entered into by investor owned utilities and independent power producers (ImPs), separately measured rate
impacts resulting from statewide excess-capacity, determined level of non-optimal reserves for each utility. 1995

Power Purchase Contract Policies and Procedures - Directed NYSPSC Staff teams in formulation of short- and
long-run avoided cost estimates (LRACs) using production simulation model (PROMOD); forecasted load and
capacity requirements, developed utility buy-back rates, presented expert witness testimony on buy-back rate
estimates and calculation methodologies, thereby implementing curtailment of ImPs as allowed under PURPA.
1990-1994

Integrated Resource Planning - Led NYSPSC Staff team's examination of each utility's IP process and
examination of impacts of processes and regulatory policies influencing the decision making process. 1994

Intrastate Wheeling Commission Transmission Analysis and Assessment - Chairman of NYSPSC Proceeding to
examine plans for meeting future electricity needs in New York State. Addressed measures for estimating and
allocating costs of wheeling, including embedded cost, short-run marginal cost and long Mn incremental cost
methods. 1990

Rate Setting

Economic DevelopmentRate - Massena Electric DepaMnent - For municipal electric utility, developed tariffs for
economic development rates for new or expanded load.

Rate Case Cost of Service Study - Village of Hamilton, NY - For small municipal electric utility, prepared full
cost of service study before the New York Public Service Commission. 2004
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Rate Study ._ Pascoag Utility District - Reviewed the application of the Power Authority of the State of New York
to increase rates to its wholesale power customers. 2003

Rate Study - Kennebunk Power and Light Department -. Performed rate study of new multi-year wholesale power
contract against easting rates to determine impact on overall revenue recovery and cash flows of utility. 2003

Rate Case Cost of Service Study - Village of Arcade, NY - For small municipal electric utility, assisted in the
preparation full cost of service study before the New York Public Service Commission. 2003

Rate Case Cost of Service Study -. Village of Philadelphia, NY .- For small municipal electric utility, assisted in
the preparation full cost of service study before the New York Public Service Commission. 2003

Rate Case Cost of Service Study - Village of Hamilton, NY - For small municipal electric utility, prepared full
cost of service study before the New York Public Service Commission. 2004

Rate Case Cost of Service Study - Fillmore Gas Company - For small natural gas local distribution company,
perfonning cost of service study for internal budget connols and formal rate case before the New York Public
Service Commission. 2003

Rate Case Cost of Service Study - Rowlands Hollow Water Works - For small water company, performing cost of ,
service study for internal budget controls and formal rate case before die New York Public Service Commission.
2003

Standby Rates .- Independent Power Producers of New York ... Analyzed reasonableness of proposed standby rates
of Niagara Mohawk Power Corporation, proposed alternate rate designs, participated 'm settlement negotiations for
new rates. 2002

Economic Development Rates - Pascoag Utility District - Designed new cost based economic development rates
charged to large industrial customer contemplating locating within the municipality. 2002

Municipalization Study .- Kennebunk Power and Light Department -- Performed economic analysis of municipal
utility serving remaining portions of Village not already served, perfumed valuation of the plant currently owned by
Central Maine Power. 2001

Water Rate Study ._ Pascoag Utility District .- Performed cost of service study for water utility, Presented alternate
methods of funding revenue requirement. 200 l

Pole AttachmentRates - Middleborough Gas and Electric Department - Designed cost based pole attachment rates
charged to CATV customers. 2000

ISO Service Tariff -- On behalf of three municipal utilities, analyzed cost basis and proposed rate design of ISO
Service Tariffs. 2000

Pole Attachment Rates - City of FaImington, New Mexico municipal electric department - Designed cost based
pole attachment rates for CATV customers. 1999

OATT Rates - On behalf of four municipal utilities in New England .- Developed cost based annual revenue
requirements for regional network transmission rates, represent utilities before ISO New England committees on
transmission rate setting issues. 1998-2004

Consolidated Edison Restructuring .- Member NYPSC Staff team - Negotiated major restructuring settlement
with Consolidated Edison, which decreased utility's rates by $700 million over live years, implemented retail access
program, performed rate unbundling, divestiture of utility generation and the allowance of the formation of a
holding company, accelerated depreciation of generation, established customer education programs on restructuring,
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established service quality and service reliability incentive to ensure that provision of electric service will diminish
as competitive market emerges. The agreement served as the template for restructuring in New York. 1997

Cost-of-service Review and Rate Unbundling - Performed rate unbundling of retail rates of Orange & Rockland
Utilities, Inc. to facilitate delivery of New York Power Authority energy to customer located in Orange &
Rockland's service territory. 1992

Vintage Year Salvage and Study - Managed joint study of staff from Rochester Gas and Electric Corporation and
NYSPSC to determine feasibility of using vintage year salvage accounting for determining future salvage rates.
1985 .

Environmental Issues

Energy Conservation Study - Pascoag Utility District - Designed energy conservation rebate program based on
cost benefit study of various alternatives. Program funded through State mandated collection of energy
conservation monies from ratepayers. 2002

Clean Air Act Lawsuit - New York State Attorney General - Investigated modifications made at coal fired
generating units of New York utilities to detennine whether major modifications were made with obtaining pre-
construction permits as required by die prevention of Significant Deterioration (PSD) provisions of the Act. 1999-
2002.

Environmental Impact Study and Simulation Modeling Analysis -. Analyzed potential environmental impacts of
restructuring electric industry in NY using production simulation modelPROMOD. 1996

Renewable Resources - Project Leader in NYSPSC proceeding regarding development and implementation of
utility plans to promote use of renewable resources. 1995

Environmental and Economic Impacts Study - Directed study of pool-wide power plant dispatch with
environmental adders to determine environmental and economic effects of dispatching electric power plants with
monetized environmental adders 1994

Clean Air Impact Study - Directed study of effects of the Clean Air Act of 1990. Measured statewide cost savings
if catalytic reduction control facilities were elected to comply with 1990 Clean Air Act Amendments, installed
components on Lmits in metropolitan NY region. 1994

Environmental Externalities and Socioeconomic Impacts Study .- Managed NYSPSC proceeding to detennine
whether to incorporate environmental costs into Long-Run Avoided Costs for the State's electric utilities. Study
purposes: explore the socioeconomic impacts of electric production as compared with DSM; monetize
environmental impacts of electricity. 1993

Docket No. 05-03-l7PH02 -- Southern Connecticut Gas Company .- on behalf of the Connecticut Office of
Consumer's Counsel examined the reasonableness of the Colnpany's embedded costs of service study and proposed
revenue allocation and rate design. 2008

Docket No. 06-03-04PH02 .- Connecticut Natural Gas Corporation - on behalf of the Connecticut Ofiee of
Consumer's Counsel examined the reasonableness of the Company's embedded cost of service study and proposed
revenue allocation and rate design. 2008
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Docket No. G-01551A-07-0504 - Soudiwest Gas Corporation - on behalf of the Arizona Corporation Commission
examined the reasonableness of the Company's embedded cost of service study, proposed revenue allocation,
proposed rate design and proposals regarding revenue decoupling. 2008

Docket No. E-01933A-07-0402 .- Tuscon Electric Power Company .- on behalf of the Arizona Corporation
Commission examined the reasonableness of the Company's embedded cost of service study, proposed revenue
allocation, proposed rate design and proposals regarding mandatory time of use rates. 2008

Docket No. 07-09030 ._ Southwest Gas Corporation - on behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility's proposed depreciation rates. 2008

Civil Action 05-C-457-1 - Dominion Hope ... on behalf of former employee of the utility examined the utility's
hedging and sales for resale practices between affiliates. 2008

Case 07-829-GA-AIR - Dominion East Ohio - on behalf of the Office of the Ohio Consumer's Counsel examined
the reasonableness of the Company's embedded cost of service study, proposed revenue allocation and rate design
and examined the reasonableness of proposals on revenue decoupling and straight fixed variable rate design. 2008

Case 07-S-l315 - Consolidated Edison Steam Rates -- On behalf of County of Westchester testified to the
reasonableness of the method of allocating costs between the utility's steam system and its electric system. 2008

Case No. 9134 - Green Ridge Utilities, Inc. on behalf of the Maryland Office of People's Counsel examined the
reasonableness of the utility's proposed rate application including the appropriate cost allocation and amortization
period for expenses incurred to develop and implement Project Phoenix (a new software and financial accounting
system project), the appropriate level of rate case expense, the requested rate of return and the appropriate level and
allocation for common expenses Hom the parent company. 2008

Case No. 9135 -- Provinces Utilities, Inc. - on behalf of die Maryland Office of People's Counsel examined the
reasonableness of the utility's proposed rate application 'including the appropriate cost allocation and amortization
period for expenses incurred to develop and implement Project Phoenix (a new software and financial accounting
system project), the appropriate level of rate case expense, the requested rate of return and the appropriate level and
allocation for common expenses from the parent company. 2008

Case 07-M-0906 - Energy East and lberdola _- On behalf of Nucor Steel, Auburn, Inc. examined the reasonableness
of the proposed Acquisition of Energy East Corporation by Iberdrola merger. 2008

Case 07-E-0523 - Consolidated Edison -- Electric Rates -- On behalf of County of Westchester testified to the
reasonableness of the Company's proposal to increase retail electric rates by over $1 .2 billion or 33%. 2007

Docket Nos. ER07-459~002, ER07-513-002, and EL07-11-.002 - Vermont Transco -- on behalf of the Vermont
Towns of Stowe and Hardwick, and the Villages of Hyde Park, Johnson and Monisville on whether the direct
assignment and rate impacts of a proposed transmission line were with current policy of the Federal Energy
Regulatory Commission 2007

Docket No. 07-05-19 - Aquarion Water Company - On behalf of the Connecticut Office of Peoples Counsel
examined the reasonableness of the utility's proposed revenue allocation, rate design, weather normalization and
depreciation rates 2007

Docket No. E-04204A-06-0783 -. UNS Electric - On behalf of the Arizona Corporation Commission testiiied on the
reasonableness of the utility's proposed revenue allocation and rate design. 2007

Docket Nos. 06-11022 and 06-11023 - Nevada Power Company - O11 behalf of the Staff of the Nevada Public
Utilities Commission testified on the reasonableness of the utility's proposed depreciation rates and expense levels.
2007
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Case 06-G-l186 - KeySpan Delivery Long Island - on behalf of the Counties of Nassau and Suffolk analyzed the
Company's proposed rate design and its for amortization of costs for expenditures relating to Manufactured Gas
Plants. 2007

Case 06-M-0878 - National Grid and KeySpan Corporation -- on behalf of the Counties of Nassau and Suffolk
analyzed the public benefit of the proposed merger, customer service, demand side management programs, rate
relief as it relates to competition and customer choice, the repowering of the existing generating stations on Long
Island, and the remediation of contamination caused by Manufactured Gas Plants. 2007

Docket No. 06-07-08 .. Connecticut Water Company - On behalf of the Connecticut Department fUtility Control
examined the reasonableness of the utility's proposed depreciation rates, revenue allocation and rate design. 2006

Docket No. EL07-11-000 .... Vermont Transco -- on behalf of the Vermont Towns of Stowe and Hardwick, and the
Villages of Hyde Park, Johnson and Morrisville evaluated whether the proposed and subsequently abandoned
allocation of costs for the Lamoille County Project was reasonable and whether the direct assignment and rate
impacts of a proposed transmission line were with current policy of the Federal Energy Regulatory Commission.
2006

Case 05-S-1376 - Consolidated Edison - Steam Rates -- On behalf of County of Westchester testified to the
reasonableness of the method of allocating costs between the utility's steam system and its electric system. 2006

Docket No. 06~48-000 - Braintree Electric Light Department - On behalf of the municipal utility presented an cost
of service study used to calculate the annual revenue requirement for a generating station that was deemed to be
required for reliability purposes. 2006

Case 05-E-1222 - New York State Electric and Gas Corporation - O11 behalf ofNucor Steel, Auburn, Inc. examined
the reasonableness of the utility's proposed average service lives, forecast net salvage figures, and proposal to
switch from whole life to remaining life method. 2006

Docket No. 05-10004 -. Sierra Pacific Power Company ... On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility's proposed electric depreciation rates and expense levels.
2006

Docket No. 05-10006 - Sierra Pacific Power Company - On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of die utility's proposed gas depreciation rates and expense levels. 2006

Docket No. ER06-17-000 -. ISO New England, Inc..- On behalf of a group of municipal utilities in Massachusetts
prepared an affidavit on the reasonableness of proposed changes to the Regional Network Service transmission
revenue requirements rate setting formula. 2005

Case 04-E-0572 - Consolidated Edison - Electric Rate - On behalf of the County of Westchester testified to the
reasonableness of the Company's revenue allocation amongst service classes and the company's fully allocated
embedded cost of service study. 2004

Docket No. 04-02-14 - Aquarion Water Company - On behalf of the Connecticut Department of Utility Control
examined the reasonableness of the utility's proposed depreciation rates, weather normalization proposal and certain
operation and maintenance expense forecasts. 2004

Docket No. U-13691 .- Detroit Thermal, LLC - On behalf of Dre Henry Ford Health Systems testified on the
reasonableness of the utility's proposed default tariffs for steam service. 2004

Docket No. 04-3011 - Southwest Gas Corporation - On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility's proposed depreciation rates and expense levels. 2004

1

I

Docket No. ER03-563-030 -- Devon Power, LLC, et al. - On behalf of the Wellesley Municipal Light Plant filed a
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prepared affidavit with FERC with respect the proposal of ISO New England, Inc. to establish a locational Installed
Capability market in New England. 2004

Docket No. 03-10002 - Nevada Power Company .-- On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility's proposed depreciation rates and expense levels. 2004

Case 03-E-0765 - Rochester Gas and Electric Corporation ._ Before the New York Public Service Commission
submitted testimony on rate design, rate unbundling, depreciation, commodity supply and reasonableness and
raternaldng treatment of proceeds from the sale of a nuclear generating plant. 2003

New York State Department of Taxation and Finance Versus Brooklyn Navy Yard Cogeneration Partners .
Testified on behalf of independent power producer in income tax case regarding tax payments associated with gas
used to produce electricity. Testimony focused on ratemaking policies and practices in New York State. 2003

Docket No. 2930 .-. Narragansett Electric .- Before the Rhode Island Public Utilities Commission submitted
testimony on the reasonableness of the utility's proposed shared savings filing and its implications for the overall
reasonableness of the Company's distribution rates. 2003

Docket No. 03-07-01 .- Connecticut Light and Power Company - Before the Connecticut Department of Public
Utility Control testified to the recovery of "federally mandated" wholesale power costs. 2003

Docket No. ER03-1274-000 - Boston Edison Company .- Before the Federal Energy Regulatory Commission
submitted affidavit on the reasonableness of the utility's proposed depreciation rates and expense levels. 2003

Case 210293 - Coming Incorporated .-. Before the New York Public Service Commission submitted an affidavit on
certain actions of New York State Electric & Gas Corporation regarding the wholesale price of power in New York
and the utility's billing practices as they relate to flex rate contracts. 2003

Case 332311 - Nucor Steel Auburn, Inc. - Before the New York State Public Service Commission submitted an
affidavit on certain actions of New York State Electric & Gas Corporation regarding the wholesale price of power in
New York and the utility's billing practices as they relate to flex rate contracts. 2003

Case 6455/03 - Prepared affidavit for consideration by the Supreme Court of the State of New York as to the
purpose, need and fuel choice for the Jamaica Bay Energy Center (Jamaica Bay) as it related to good utility planning
practice for meeting the energy needs of utility customers. 2003

Case 00-M-0504 ._ New York State Electric and Gas Corporation -- Reviewed reasonableness of utility's fully
allocated embedded cost of service study and proposed unbundled delivery rates. 2002

Docket No. TX96-4-001 .- On behalf of the Suffolk County Electrical Agency proposed unbundled embedded cost
rates for wheeling of wholesale power across distribution facilities. 2002

Case 00-E-1208 - Consolidated Edison: Electric Rate Restructuring - On behalf of Westchester County, addressed
reasonableness of having differentiated delivery services rates for New York City and Westchester. 2001

Case Ol-E-0359 - Petition of New York State Electric & Gas - Multi-Year Electric Price Protection Plan ..
Addressed reasonableness of Price Protection Plan (PPP), presented alternative rate plan that called for 20%
decrease in utility's base rates. 2001

Case 01-E-0011 - Joint Petition of Co-Owners of Nine Mile Nuclear Station - Addressed the reasonableness of the
proposed nuclear asset sale and the ratemaking treatment of the after gain sale proposed by NYSEG. 2001

Docket No. EL00-62-005 - ISO New England Inc, -. Submitted affidavit on reasonableness of ISO's proposed
$4.75/kW/month Installed Capability Deficiency Charge. June 2001
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Docket No. EL00-62-005 1-.ISO New England Inc. - Submitted affidavit on reasonableness of proposed
$0.17/kW/month Installed Capability Deficiency Charge. January 2001

Docket No. 2861 - Pascoag Fire District: Standard Offer, Charge, Transition Charge and Transmission Charge ..
Testified on elements of individual charges, procedures for calculation and reasons for Changes from previous filed
rates. 200 l

Case 96-E-0891 .- New York State Electric & Gas: Retail Access Credit Phase - On behalf of a large industrial
customer, testified on cost of service considerations regarding NYSEG's earnings performance under the terms of a
multi-year rate plan and the appropriate level of Retail Access Credit for customers seeldng alternate service from
alternate suppliers. 2000

Docket No. ER99-978-000 - Boston Edison Company: Open Access Transmission Tariff- Testified on design,
revenue requirement, and reasonableness of proposed formula rates proposed by Boston Edison Company for
calculating charges for local network transmission service under open access tariff. 1999

1

Docket Nos. OA97-237-000, et. al. - New England Power Pool: OATT - Testified on design, revenue requirement,
and reasonableness of proposed formula rate for transmission service, testified to proposed rates, charges, terms and
coNditions for ancillary services. 1999

Docket No. 2688 ... Pascoag Fire District: Electric Rates .- Testified on elements of savings result&om
renegotiation of contract wide wholesale power supplier and presented analysis that justified need for and amount of
base rate increase. 1998

New York State Department of Taxation and Finance Versus Zap coEnergy Tactics Corporation .- Testified on
behalf of independent power producer in income tax case regarding tax payments associated with electric
interconnection equipment. Testimony focused on policies and practices faced in doing business in New York
State. 1998

Docket No. 2516 .- Pascoag Fire District: Utility Restructuring - Testified on manner and means for utility's
restructuring in compliance with Rhode Island Utility Restructuring Act of 1996. Testimony presented a
methodology for calculating stranded cost charge, unbundled rates, and new terms and conditions of electric services
in deregulated environment. 1997

Case 94-E-0334 - Consolidated Edison: Electric Rates - Led Staff team in review of utility's multi-year rate tiling
seeking increased rates of $400 million. Directed team in review of resource planning, power purchase contract
adm'mistration, and fuel and purchased power expenses and testified on reasonableness of company's actions
regarding buy-out of contract with an independent power producer and renegotiation of contract with another
independent power producer. Lead negotiations for multi-year settlement and performance-based ratemaking
package that resulted in a three-year rate freeze. 1994

Case 93-G-0996 -
rates. 1994

Consolidated Edison: Gas Rates - Testified on reasonableness of utility's proposed depreciation

Case 93-S-0997 - Consolidated Edison: Steam Rates - Testified on reasonableness of utility's resource planning for
steam utility system. 1994

Case 93-S-0997 and 93-G-0996 - Consolidated Edison: Steam Rates - Testified on reasonableness of multi-year
rate plan proposed by the utility. 1994

Case 94-E-0098 -; Niagara Mohawk: Electric Rates -- Reviewed utility's management of its portfolio of power
purchase contracts with independent power producers for the reasonableness of recovery of costs in retail rates.
1994

Case 93-E-0807 - Consolidated Edison: Elecufc Rates - Testified on rate recovery mechanism for costs associated
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with termination of five contracts with independent power producers. 1993

Case 92-E-0814 .- Petition for Approval of Curtailment Procedures - Testified on methodology for estimating
amount of power required to be curtailed and staffs estimate of curtailment. 1992

Case 90-S-0938 - Consolidated Edison; Steam Rates - Testified on reasonableness of utility's embedded cost of
service study, and proposed revenue re-allocation and rate design. 1991

Case 91-E-0462 - Consolidated Edison: Electro: Rates - Implementation of partial pass-through fuel adjustment
incentive clause. 1991

Case 90-E-0647 - Rochester Gas and Electric: Electric Rates - Analysis and estimation of monthly fuel and
purchased power costs for use in utility's performance based partial pass-through fuel adjustment clause. 1990

Case 29433 _. Central Hudson Gas and Electric: Electric Rates - Analysis of utility's construction budgeting
process, rate year electric plant in service forecast, lease revenue forecast, forecast and rate treatment of profits from
sales of wholesale power and estimation of fuel and purchased power expenses for use in the utility's partial pass-
through fuel adjustment clause; 1987

Case 29674 - Rochester Gas and Electric: Electric Rates - Review of utility's historic and forecast O&M
expenditure levels forecast and rate treatment of profits from wholesale power, and estimation of fuel and purchased
power expenses, and price out of 'incremental revenues from increased retail sales. 1987

Case 29195 - Central Hudson Gas and Electric: Electric Rates - Review futility's construction budgeting process,
analysis orate year electric plant in service, forecast and rate treatment of profits from sales of wholesale power,
and estimation of fuel and purchased power expenses. 1986

Case 29046 -- Orange and Rockland Utilities: Electric Rates - Testified on the reasonableness of the utility's
proposed depreciation rates and expense levels. 1985

Case 28313 - Central Hudson Gas and Electric: Electric Rates - Review futility's construction budgeting process,
analysis of rate year electric plant in service forecast, review of rate year operations and maintenance expense
forecast, forecast and rate treatment of profits from sales of wholesale power, estimation of fuel and purchased
power expenses. 1984

Case 28316 .- Rochester Gas and Electric: Steam Rates ... Price out bf steam sales including the review of historic
sales growth, usage patterns and forecast number of customers. 1984

Multiple Interveners Annual Conference -... What Will Impact Market Prices? 1998, Syracuse, New York - Speaker
on the impact that deregulation would have on market prices for large Industrial customers.

IBC Conference - Successful Strategies for Negotiating Purchased Power Contracts, 1997, Washington, DC -
Speaker on NY power purchase contract policies, ratepayer valuation, contract approval process and policy on
recovery of buyout costs.

Gas Daily Conference -. Fueling the Future: Gas' Role in Private Power Projects, 1992, HoUston, Texas Panel
member addressing changing power supply requirements of electric utilities.

Member Municipal Electric Utility Association, Northeast Public Power Association and New York State ISO.
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